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GOING PUBLIC—THE END OF THE RAINBOW
FOR A SMALL BUSINESS?

THURSDAY, OCTOBER 14, 1999

HOUSE OF REPRESENTATIVES,
COMMITTEE ON SMALL BUSINESS,
SUBCOMMITTEE ON GOVERNMENT PROGRAMS AND OVERSIGHT,
Washington, DC.

The subcommittee met, pursuant to call, at 10:00 a.m., in room
2361, Rayburn House Office Building, Hon. Roscoe Bartlett [chair-
man of the subcommittee] presiding.

Chairman BARTLETT. Let me call to order the Subcommittee for
Government Programs and Oversight of the Small Business Com-
mittee.

I'm sorry that I was a few minutes late. C-SPAN just spent a
half hour with us talking about this subject. That was much appre-
ciated because the goal of our hearing today, the purpose is simply
to provide information to small businesses concerning the process
of going public.

And now, in addition to the information made available through
this subcommittee hearing, we have the audience of C-SPAN who
knows that we’re holding the committee hearing and who now
knows something about how to go about getting information for
going public.

It’s a pleasure to welcome you to this hearing of the Sub-
committee on Government Programs and Oversight of the House
Small Business Committee. I would especially like to thank those
of you that have traveled some distance to participate in this hear-
ing.

For many small businesses or a company that has begun as a
small business, going public can be the end of the rainbow, the cul-
mination of years of hard work and substantial monetary reward
for the owners of the business.

Few entrepreneurs going into business have not dreamed of
going public and being a company listed on a stock exchange. This
incentive may well be a major factor in the formation of business
enterprises and contribute to continued economic growth.

As a nation of opportunity, innovation and invention, business
formation should be encouraged. A number of factors need to be
considered by businesses considering whether to go public. It is an-
ticipated that this hearing will provide some of the answers to
these questions.

The panel of witnesses that are invited to this hearing were care-
fully selected for their recognized expertise in the process of listing
and selling securities on a public exchange. Your testimony and the
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testimony of the other panel members is a vital public service to
businesses, both large and small, throughout this country.

The committee is hoping to have as broad a distribution of the
testimony in electronic and hard copy form as is possible. Both
public and private assistance is available to businesses considering
going public. And it is hoped that the hearing will provide a public
forum for communicating those sources of information to busi-
nesses.

The committee is always open to suggestions of ways how to im-
prove or expand, where needed, federally funded information
sources and assistance. The committee would also appreciate new
legislative proposals.

The creation and expansion of small businesses are the fuel
which has generated and is sustaining our current economic
growth. America is the most prosperous nation in the world be-
cause our stock market encourages the creation of wealth by effi-
ciently directing capital from individual investors to reward both
the investors as well as the entrepreneurs, inventors and
innovators who produce and distribute new and better products
and services to meet people’s needs.

Again, welcome to our participants and guests. I look forward to
hearing your testimony on this most important subject.

And TI'd like also to welcome here on the dias my good friend
Duke Cunningham from California. And one of our witnesses is in
his district and we’d like to give him the opportunity now of intro-
ducing this witness.

Mr. CUNNINGHAM. Thank you, Chairman Bartlett and Ranking
Member Davis. I want to thank you for the opportunity to intro-
duce Mark Dankberg.

Mark is the Chief Executive Officer of ViaSat headquartered in
Carlsbad, which is right in the heart of my district, the North
County of San Diego. ViaSat’s is a high tech company specializing
in ultra high frequency communications for satellite.

Before this hearing I was talking to Mark. He went to Rice Uni-
versity and graduated in electrical engineering. But even more im-
portant, he started ViaSat in 1986 in a spare bedroom in his house.
The number of his employees quickly rose. Ten years later, he took
it public, which this hearing is about.

But by then, he had created almost 400 jobs and ViaSat had an-
nual sales of more than $70 million. Today ViaSat continues to be
one of our community’s leading companies and annually generates
more than $72 million dollars in revenue and has a strong work-
force.

Besides his work at ViaSat, Mark is an active member of our San
Diego community. He serves on the Board of Directors for San
Diego Telecom Council and is a member of the San Diego County
Council Regional Economic Task Force. He also is on the Board of
Directors at REMEC, a publicly traded manufacturer of microwave
products in San Diego, and Connected Systems, a privately held
high tech firm in Santa Barbara.

Mark’s a winner, a successful businessman. And I'm excited to
meet John Wall, who I just met here this morning, of NASDAQ.

But I thank you for the opportunity to introduce Mark Dankberg
and listen to his testimony, Mr. Chairman.



3

Chairman BARTLETT. Thank you very much. Let me now recog-
nize Congressman Davis for his comments.

Mr. Davis. Thank you very much, Mr. Chairman. And let me,
first of all, commend you for calling this hearing.

I also want to commend you for the outstanding job that you just
did on C—SPAN not only in terms of answering questions related
to the subject matter, but also I appreciated the deft way that you
handled those that were unrelated.

I really think that you did an outstanding job and wanted to say
that to you.

It’s also a pleasure to note the presence of our distinguished col-
league, Mr. Cunningham, who is an outstanding leader and mem-
ber of the Congress. And, you know, there are a lot of folks who
wish they had the high tech valleys and communities to represent.

I always say that San Diego has to be the most beautiful city in
this country, with due respect to all of the other places, including
where I live.

But Mr. Chairman, as you know, I'm very concerned about small
and very small businesses and the critical role they play in the na-
tion’s economy. The country’s 22 million small businesses employ
more than half the nation’s work force and produce more than half
of its gross domestic product.

Small businesses are the source of most new jobs and most of the
innovation in our economy. On the back of the dollar bill, there is
an unfinished pyramid with a brilliant, glowing eye at the top. It
comes from the back of the great seal of the United States and it
was placed on the dollar bill by President Roosevelt in 1935.

In the middle of the Great Depression, when the growth of Amer-
ica was in sharp decline, the pyramid was meant to represent eco-
nomic strength and durability. The pyramid is unfinished to sym-
bolize the constant struggle to keep our economy strong.

But I think that’s what the exploration of small businesses going
public actually is a part of, and that is a part of the continuing ef-
fort to find new ways, new approaches, new opportunities, new pos-
sibilities for the American people to become an integral part of the
ownership of the greatness of our nation.

When the concept first sort of began to emerge, I had some
thoughts and reservations about it. But then, the more deeply that
I thought about it, it occurred to me that what we’re really talking
about are ways for individuals to become a part of the ownership
of something that, in all likelihood, they may never do individually.

And that’s why I'm such a great proponent of ESOPs; that is, the
employee owned businesses. And I guess that’s why I ride the air-
lines sometimes that I do. But it’s really a great concept. You're to
be commended for giving us the opportunity to look at it.

I certainly want to add my welcome to the distinguished panel
of witnesses and look forward to a great hearing.

Thank you very much.

Chairman BARTLETT. Thank you very much.

I'd just like to comment on one of the observations you made,
and that was that small businesses and very small businesses pro-
vide most of the new jobs. I mentioned this on C-SPAN a few mo-
ments ago. I'd like to repeat it here for the record.
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And I couldn’t believe these data until they were confirmed to
me. When we came out of the last recession, if you divide our com-
panies into categories relative to size from the largest down to the
smallest, companies of 5,000 and more employees produced a few
new jobs to bring us out of the recession.

No other group of companies, until you got down to the smallest,
produced any new jobs. And 90-some percent of all the new jobs
produced when we came out of the recession were produced by com-
panies with zero to four employees.

Now that’s small companies. And you know, Microsoft started
just that way, in a garage in New Mexico, I think, and they went
public and look where they are today. And so small business is not
only the energy that drives our society, it’s the engine that pro-
duces most of the new jobs when we need new jobs.

And the focus of our hearing today is simply to make public the
re%liirements, the benefits, the rewards, the challenges of going
public.

Let me welcome our witnesses: Mr. Brian Lane, Securities and
Exchange Commission from here in Washington; Mr. John Wall,
National Association of Securities Dealers, Washington; Mr. Mi-
chael Moe, Merrill Lynch & Co.; Mr. Keith Ellison, the Wharton
School, University of Pennsylvania; and Mr. Mark Dankberg, who
has already been introduced to us.

I want to thank you all very much for joining us, and we’ll start
now with Mr. Brian Lane.

Let me say that your testimony will be made a part of the record
and you can feel free to summarize. And then when you have all
finished, we will have an opportunity for questions and answers
and we’ll invite participation of the panel in addressing the con-
cerns and the testimony of other panel members.

We'll begin now with Mr. Brian Lane.

STATEMENT OF BRIAN LANE, DIRECTOR, DIVISION OF COR-
PORATE FINANCE, U.S. SECURITIES AND EXCHANGE COM-
MISSION

Mr. LANE. Thank you, Mr. Chairman, members of the sub-
committee.

My name is Brian Lane. I am the Director of the Division of Cor-
poration Finance at Securities and Exchange Commission. And the
Division of Corporation Finance, through its Small Business Office,
is at the forefront of the Commission’s efforts to help small busi-
nesses and deal with the regulation on going public.

What I thought I would do in my oral remarks is summarize
very briefly the mechanisms that exist for small business, the regu-
latory mechanisms for going public, and take a few moments to
mention some of the special programs that we have at the SEC and
outreach that we’ve done for small business.

As you noted, small businesses need to raise capital, but the cap-
ital raising process is a difficult one, as youll hear from other
members of the panel here. Initially, small businesses are going to
be raising capital from friends and family and from personal sav-
ings.

Then the entrepreneur may seek loans from others. If funds are
sort of sought through the sale of securities to the public, the SEC
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has what’s called a Seed Capital Rule, Rule 504, which allows an
entrepreneur to raise up to one million dollars free from federal
registration.

They would still have to satisfy state registration requirements.
And theyre permitted to raise up to one million dollars in a 12
month period without having to worry about registering with us.
Obviously they would be still subject to the anti-fraud rules
though, the federal anti-fraud rules.

If a company wants to sell stock in a non-public manner—for ex-
ample, to a so-called angel investor or someone like a venture capi-
talist or something like this—they’re permitted to raise unlimited
amount of money without registering with the SEC.

This is the so-called Private Placement Exemption. In the federal
securities laws, the investors receive restricted securities. It is the
difference that entrepreneurs find with the private placement
route.

If a company decides that it wants to raise money by selling se-
curities to its employees, you heard about ESOPs in the opening
program, note that the Commission adopted a rule, Rule 701,
which allows companies to sell—non-public, private companies to
sell securities to their employees with no cap.

It used to be up to a five million dollar cap. But they can sell
at a minimum of one million, regardless of their size, to their own
employees. If they sell over five million in the year to their employ-
ees, they have to provide some minimum disclosure documents.

So again, we give significant breaks to small companies selling
to their own employees who already have some knowledge, working
knowledge, of the company and, therefore, are in a better position
than just strangers to know about the company.

The next step in the company’s growth process is to sell securi-
ties to the public. If a company wants to raise more than one mil-
lion dollars a year beyond the seed capital exemption but less than
five million dollars, they can use what we call Regulation A, which
is an exemption from the registration requirements and it has
many advantages.

It has reduced reporting requirements. It permits unaudited fi-
nancial statements, no ongoing reporting obligations, and it per-
mits what we call a “testing the waters” provision.

Because the federal securities laws regulate offers rather than
sales, people are generally prohibited from just walking up without
a registration statement to say “if we wanted to sell securities,
might you be interested in investing in our company.”

You can’t do that unless you have a registration statement on file
with the SEC. But under Regulation A, you are permitted to test
the waters in advance; to go, before you spend money on hiring ac-
countants and lawyers and all of that, that you could walk around
to your suppliers, your customers, whatever and say “might you be
interested” and give some the details on that.

So that’s been a very popular program as well, and it’s a very
streamlined form to raise up to five million dollars. If you want to
go over five million dollars, this is sort of the next step of the evo-
lution, we have what we call Regulation SB, the initials for obvious
reasons.
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And that system is available for any U.S. or Canadian companies
that have less than $25 million in revenues and less than $25 mil-
lion dollars in public float, sort of the market capitalization that’s
held by the public out there. That’s what we consider at the SEC
a small business to be eligible to use this sort of streamlined disclo-
sure regime.

And they can continue to use it repeatedly as long as they stay
under the $25 million dollar thresholds. If they exceed the $25 mil-
lion thresholds, then they have to go and file like other public com-
panies, the more complete form.

In the past fiscal year, just in the past fiscal year, almost five
billion dollars has been raised on Form SB2, which allows raising
up to an unlimited amount of dollars under Regulation SB. It has
some streamlining, but it’s very close to typical prospectus that you
would see in a public offering.

So this is just an indication of how popular the program has been
for small businesses to actually raise money.

That’s kind of the—sort of the graduation from a small business
into a regular public company. Let me just take the last few mo-
ments to tell you about some of our special programs that we do
for small business because we do reach out to the small business
community to better tailor our regulatory system.

We host the only annual Federal Government sort of national
small business gathering. We do once a year and we’ve had it since
1982 where small businesses can come and tell federal and state
regulators how they need to change the rules and regulations and
how they impact them.

So we have been doing this now for 17 years. And many of these
recommendations that we have gotten from these annual forums
have led to SEC action in changing rules and making them easier,
things like Rule 701, to sell to your employees, and other sorts of
rules.

Since 1996, when I became director, we have significantly ex-
panded our Office of Small Business. And they review all the small
business filings, so we now have a special unit that does nothing
but review small business filings.

I have some of the staff behind me that work in that office. They
do nothing but spend that time. And it is really a group that takes
the extra time because small businesses sometimes have more
questions about how the regulatory structure works than General
Electric, for example.

So we have that. They also direct all the small business rule
making, interpretations, and answer all the phone call questions.
We also host town hall meetings across the country. This has been
a recent development. We have had 13 town hall—small business
town hall meetings in the last three years where we go around to
Kansas City, Austin, St. Louis and basically just do what we are
doing here today: tell people how the regulatory system works.

We usually invite the state regulator, the state securities com-
missioner, and we invite the SBA representative to come to talk
about their loan program. And small businesses have to know
about state registration because they do have to register with the
states if they are really small.
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And so we have found that to be really useful. And last I will
mention that we have a web site with special small business infor-
mation and we put out a pamphlet that we put out here on the
table that is called “Q&A: Small Business in the SEC,” which we
wrote in plain English, which is something that we’re pushing for
in prospectuses.

Everything you need to know about what regulations—I just
talked about today, Regulation SB, what is Regulation A, what are
my requirements if I go public, what do I have to do, what are the
considerations. And then phone numbers. You want to find out,
1:2:111((i to the state regulators and such, then this is a very helpful
guide.

The small business program, ACENet and what have you—and
I noticed the NASD has a guide here, too, that was on the table
that looked good about what you need to know.

So I'm happy to be here today to tell you about these kinds of
programs and I look forward to your questions.

[Mr. Lane’s statement may be found in the appendix.]

Chairman BARTLETT. Thank you very much.

Mr. Wall.

STATEMENT OF JOHN T. WALL, PRESIDENT AND CHIEF OPER-
ATING OFFICER, NASDAQ-AMEX INTERNATIONAL, NATIONAL
ASSOCIATION OF SECURITIES DEALERS, INC.

Mr. WALL. Thank you, Mr. Chairman.

We are delighted to have the opportunity to be here and talk to
your Committee on Small Business about the very important thing
of being able to bring companies public and seeking public funding
for the continued growth of these companies.

Often our citizens don’t get a chance to focus on the importance
of the fact that this country is blessed with strong financial mar-
kets, actually financial markets that are the envy of world financial
markets, because our markets have been able to produce more
what we call IPOs, new companies into the public market, than
any other market in the world.

The U.S. dominates this. In Nasdaq alone, since 1989, we have
brought over 4,200 new companies into the public markets. That
equals raising over $154 billion dollars in new capital to support
new businesses.

This would not be possible, however, without a strong infrastruc-
ture of the financial services industry, coupled with a very strong
regulatory structure. The partnership that we have in this country
between our industry, in terms of self regulation, and the Govern-
ment, in terms of SEC regulation, is a very important function be-
cause it gives confidence to the investors whose money we're seek-
ing to bring into these small businesses.

The customer protection, we believe, is a very, very important
factor and one that cannot be overlooked when we talk about public
monies because it is the investor’s money that we are reaching out
to use. We owe the investor information, we owe him strong finan-
cial information as well as disclosure in terms of how companies
are doing.

There are many benefits of going public. Obviously for the com-
pany, the growth aspects are the most important, the ability to go
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from stage to stage in terms of its own growth, the providing of
ownership to their own employees and also the ability to then use
that stock as an asset to acquire other companies and to merge
with other companies.

However, if you really look at the true macro benefits, there are
two that come immediately to our minds and two that we have sup-
ported since we began Nasdaq. The first is obviously job creation.
Job creation in the United States, as we heard earlier, is something
that small businesses do regularly and is overlooked.

There was a study done between 1990 and 1995 that showed one
out of every six new jobs in the United States was created by a
Nasdaq company. Nasdaq companies only account for less than one
percent of all companies in the United States, but that job growth
and that job creation came from these new companies coming into
the public markets. If you look at the Fortune 500 companies, you
will find that they lost over 200,000 jobs during that same period.
So this supports what you were saying in your introductory re-
marks, Mr. Chairman, as a very important factor.

When we created and started Nasdaq, our primary mission was
capital formation. And coupled with the SEC disclosure rules, we
opened our market to companies that didn’t have profits, compa-
nies that were just starting.

But as long as they disclosed to the investing public exactly
where they stood and how they were functioning, we felt that they
should have an opportunity to come into the public markets.

I can state that there are full industries that would not have
been built if it weren’t for this willingness to open the public mar-
kets to companies that did not have profits, industries such as the
biotech industry, industries such as the internet industry.

And much of our technology industry that has been created in
the last ten years would not have been founded if we did not open
our public markets this way. So Nasdaq has been at the forefront
of this in terms of the IPOs since 1989.

Over 82% of them came out of the Nasdaq marketplace, and if
you look at those 4,000 companies, it might be interesting to look
to see how they were segmented in size. Over 25% of those 4,000
companies raised only between four and ten million dollars. The
next 50% raised between $10 and $40 million dollars. And then the
balance of the remaining 25% raised anywhere between $40 million
and $4 billion dollars. But the preponderance is really in the small
area and, as a result, we found it was an opportunity to tier our
market into two groups.

We have a small cap marketplace and we have a national mar-
ketplace. And we do that to bring in small companies to let them
grow from one tier to the next and also to alert the investor that
they’re dealing either with a small cap company or a national mar-
ket company. The investor should know that because obviously
there has been, and will be, greater risk in some of the smaller
companies and they should know that at the time they are invest-
ing.

The criteria, or rather the model, of these IPOs is interesting. If
you look at 1997, we found most of the IPOs coming in with an av-
erage of about ten dollars in terms of public offering price. They
raised about $40 million dollars on average. They had assets of
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about $125 million dollars, revenues of about $50 million dollars,
and overall market cap after the offering of about $166 million dol-
lars. So that gives you a profile of what we see coming in as IPOs
into the Nasdaq marketplace. When you look at this, however, you
cannot just look at the benefits. You also have to look at the quid
pro quos, and it is not a one way street. Because when companies
reach the public markets, they have a responsibility. They are
reaching out to individual citizens’ pockets and they have to give
something back. We look at that as information.

They must be willing to not only share the benefits of their com-
pany, share with the investors that they have brought in, but they
also have to share immediate information so I, as the investor,
know exactly what’s happening in that company that I have put
my money in. And obviously that is a change of mind set for many
managers when they go from a private company into a public com-
pany.

Looking at this and looking at the beginning of IPOs in the be-
ginning stage of public companies, we also have to take a look at
the fact that we have a very strong venture capital market in this
country. Venture capital provides more than just money to young
companies. It provides mentoring. It provides managers who are
experienced, who then go on the boards of these companies, and
who help direct them to the next stage of growth, that being an
IPO in the public markets.

Last year, 52% of Nasdaq IPOs came with venture capital back-
ing. At that same time, 98% of all of the venture backed companies
came into the NASDAQ stock market. We find this is a very impor-
tant factor in the growth of the United States in its ability to raise
capital for young companies.

As a matter of fact, again, if you look worldwide, that is one of
the major assets that we have and that is why we see so many
companies, foreign companies, coming into the United States and
doing distributions of shares here because in the United States our
markets are open to this and we are open to providing capital.

Other forms of capital would be angel financing where you have
individual investors. But one of the biggest changes, and growth
areas, happens to be corporate ventures where you find major cor-
porations now investing in individual companies normally along
the same segment lines that that company is in, whether it be
technology, biotechnology, computer peripherals or whatever the
product is.

So we are finding new pockets and new avenues for companies
to raise capital. And again, what we call the beginning stage of
capital we feel is very important not only because it provides the
company money, but it also provides them tremendous guidance
that they need at that stage of their growth.

So we think that the market here in the United States is strong,
will continue to be strong, and the focus that you’re putting on this
is very beneficial. And it will not only be beneficial to new compa-
nies, but it will also be beneficial to the investors here in the
United States.

Thank you.

[Mr. Wall’s statement may be found in the appendix.]

Chairman BARTLETT. Thank you very much.
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Mr. Moe.

STATEMENT OF MICHAEL T. MOE, CFA, DIRECTOR OF GLOBAL
GROWTH STOCK RESEARCH, MERRILL LYNCH

Mr. MOE. Thank you, Mr. Chairman.

I'm delighted to be here this morning to talk about what we
think is a critical area, and that’s a company’s ability to, and the
issues surrounding going public.

During the 1990s, the U.S. economy in general, and the U.S. cap-
ital markets in particular, have experienced dramatic growth. U.S.
equity capital markets have gone from $3.1 trillion dollars in 1990
to nearly $13 trillion dollars today.

Technology has been the driver of the new economy, but IPOs
have really been its fuel. If you look since 1990, there have been
over 5,000 IPOs in the United States for companies, raising $327
billion dollars.

Since 1990, 15 million jobs have been created, many of which
were from companies that didn’t even exist in the decade prior. If
you look at the fundamental demand imbalance that’s been created
in the equity markets from the cash in Flows to equity mutual
funds as well as corporate stock buy backs and cash M&A trans-
actions, this has created a significant fuel, if you will, to support
raising capital for new companies in the IPO market.

With the aging baby boomers saving for retirement, we see a net
demand imbalance for equities for the foreseeable future.

The new economy really is a knowledge economy, and knowledge
economy is all about human capital. A fundamental tenet of the
new economy is that stock ownership throughout an organization
is absolutely fundamental and essential.

Where I live in San Francisco, it is expected that everybody from
the CEO to an entry level person owns stock in the company. And
there is an expectation that the stock of one’s own company will ul-
timately be a publicly traded company and that an IPO is abso-
lutely critical not only for the modernization of the success of an
enterprise, but as a way to attract and retain key talent, which
again is absolutely fundamental to what’s going on in the knowl-
edge economy that we are now in.

Statistically, companies are going public earlier—earlier in terms
of profitability than we have seen from our records. In fact, since
1998, 57% of the companies that went public were not making a
profit at the time.

While some of this has to do with the internet, we believe some
of this has to do just with the realities of how important it is to
be a public company in the new economy. We also think with being
a public company there comes a level of expectation from public in-
vestors which requires two things.

One is both constant and accurate information to investors, but
also a performance against expectations that is consistent with how
investors would expect a public company to perform.

Just some examples of two key drivers for performance in the
public markets and what investors look for. One is earnings
growth, but then the second is earnings growth against expecta-
tions. Three examples I would like to point out, three companies
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that have been very, very successful in this under promising, but
over delivering high earnings growth.

One is a company called Starbucks Coffee, which is now the larg-
est coffee provider in the world. They went public in 1992, and the
expectations for Starbucks were that they were going to grow their
earnings at 27% per year. Point of fact, they grew their earnings
at 37% per year and Starbucks stock appreciated 45% per year
since 1992, or a dollar invested in Starbucks is worth $16 today.

Equally impressive, Starbucks’ stock ownership goes all the way
down to even part time employees, through what they call their
Bean Stock Program, truly a new economy type of company.

Second example, Apollo Group, which 1s now the largest private
university in the country focused on working adults, with over
6,000 students on line. Expectations for Apollo Group were that
they were going to grow their earnings at 25%. They performed at
50% earnings growth and the stock was actually up 89% per year,
or a dollar invested in Apollo Group’s IPO was worth $22 today.

The last example, which is an internet example, is with Ama-
zon.com, which doesn’t make money, so they perform against earn-
ings growth isn’t relevant. But expectations were that Amazon was
going to grow their revenues at 69%.

Point of fact, they delivered 350% revenue growth, and a dollar
invested in Amazon at its IPO are worth $60 today.

How do you identify what are key, crucial issues and characteris-
tics that investors are looking for in companies that are going pub-
lic and what really makes a great public company? One is high
earnings growth and the other is performance against expectations.

This idea boils down to four characteristics which we think are
absolutely crucial that investors are looking for; what I call the
four Ps for a public company.

The first P stands for people. There is no shortage of interesting
business plans or ideas out there, but execution is the key. Many
of these companies that are going public do not have long corporate
histories, but the people at these companies all do.

Investors are looking for a management team, first and foremost,
that they feel can execute and perform to a level of the opportunity.

The second P stands for product. And here what we are really
talking about is a company that leads an industry, has a dominant
position within a marketplace, a one of a kind type of company,
some type of claim to fame. “Me too” companies are of very little
interest to public investors.

The third P stands for potential. Here, investors are looking for
smaller companies that can be big companies, open ended growth
stories, something that is going on that creates a tail wind at the
back of these companies.

In this, and through the written testimony, we show a chart how
investors think about these megatrends that are going on in the
new economy: globalization, outsourcing, demographics, branding,
consolidation. And the megatrend of all megatrends, the internet.

And how those cut across the growth sectors of the economy we
think are very important for how investors look at the companies
they invest in and really create this tail wind that I alluded to.

And the last P stands for predictability. This is the performance
against expectations. This is having a business model that will
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allow a company, as a public company, to perform as public inves-
tors would expect.

So just in summary, an IPO and being a public company can
have tremendous benefits for the issuing business. Moreover, in the
new economy, broad employee ownership and stock options are a
competitive necessity. We think that the U.S. capital markets have
provided and will likely continue to provide funding liquidity for
promising enterprises.

But critical to that is to be able to have markets that are open
and equitable. And companies need to have appreciation and un-
derstanding of what the responsibilities of being a public company
are.

Thank you.

[Mr. Moe’s statement may be found in the appendix.]

Chairman BARTLETT. Thank you very much.

Mr. Ellison.

STATEMENT OF KEITH D. ELLISON, INTERIM DIRECTOR,
WHARTON SMALL BUSINESS DEVELOPMENT CENTER

Mr. ELLISON. Good morning, Chairman Bartlett, Congressman
Davis, and other members of the subcommittee.

My name is Keith Ellison and I am the Interim Director of the
Wharton SBDC, a unit of the Sol C. Snider Entrepreneur Research
Center at the Wharton School.

I also represent today the Association of Small Business Develop-
ment Centers, which comprises over 1,000 SBDCs across the coun-
try, each of which are parts of higher educational institutions.

I would like to thank you for inviting me here today to discuss
the process of going public and selling securities on the stock ex-
change. The focus I would like to cover today are the barriers. But
before we go into the barriers, I would like to step back and discuss
the successes that we have had throughout the SBDCs.

We work with companies like ViaSat in getting them to the point
where they are ready to go public. In Philadelphia, one of our
most—one of our high profile clients has been CDNOW. I am sure
a lot of you are familiar with it.

CDNOW is the leading player in e-commerce in the music indus-
try. Another player is a company that took advantage of an exemp-
tion through the SEC under Regulation D504. It is called Next
Step Magazine, which talks about cultural diversity.

Before we can really go into the barriers of success or the bar-
riers of an IPO, and before we can talk about solutions, let’s talk
about what the common definition is of success. Let’s establish
what a definition of a successful IPO is.

Because a successful IPO means different things to different peo-
ple. To an investment banker or to the underwriter, it means buy-
ing a block of stock and selling all of them to the public for a pre-
mium. To a day trader, it means taking advantage of the TPO and
taking advantage of the hype surrounding the IPO and buying it
at its low point and selling it at its peak.

To all the other players in the IPO process, the accountants, the
attorneys, the underwriters, the transfer agents, success means dif-
ferent things to different people. My point here is that there is di-
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vergent interest among all the players, among all the parties when
you are involved in an IPO, which leads to the barriers.

Barrier one is assembling the IPO team. It is very difficult for
a small business to find people with the right context who can
navigate themselves through Wall Street, who can speak the lan-
guage of the SEC to make the process extremely efficient.

And just to add a bit of humor here, finding the right IPO team
is analogous to a story. It is a story of a fifth grade class where
the teacher—it was a history class and the teacher was talking
about how the country was founded and who were the players and
what were some of the significant dates.

And so finally, she came to little Johnny. And she says, “Johnny,
tell me, who signed the Declaration of Independence?”

And Johnny looks at her and he says, “I don’t know and I don’t
give a heck.”

And he says, “Look, young man, you go home right now and do
not come back to school without your father.”

So Johnny goes home. He’s trying to explain to his dad why he
is home so soon. So his dad says, “Johnny, slow down. Tell me
what really happened.”

And he says, “Well, Dad, she asked me who signed the Declara-
tion of Independence. I said I don’t know. And she says, ‘Well, do
not come back to school without your father.””

So his father looks at him and he says, “Well, look. I am going
to go down here and straighten this out. But if I find out that you
signed that darn thing, you are going to be in serious trouble.”
[Laughter.]

That is analogous to what an entrepreneur faces when they are
trying to find the right accountant, the right attorney, the right
printer, the right board members, the right advisors who can guide
them down the path to meeting the right investors.

And therein lies the problem or part of the problem. But it is not
just the players. It is also the experience of the entrepreneur. Be-
cause to go public, as my distinguished panelist said, you look at
the people, the people who are going to take the company to the
next level.

And that is where the role of the SBDCs across the country play.
We educate and we train entrepreneurs to get to that point where
they can matriculate through the early stages where someone is
using their own money or the money of a rich uncle, to the point
where they can get an SBA backed loan or an angel investor, to
the point from there to a venture capitalist, and then to go public.

It is that point—that process where SBDCs have the greatest im-
pact. To underscore my point about having context, one of the
greatest examples was Joe Segel, founder of QVC and also founder
of Franklin Mint. Joe Segel, in 1986, took the company public, took
QVC public based on a business plan and, of course, his reputation
in the context that he has—or he had.

There are few Joe Segels of the world. And so again, that is just
one example of the importance of where the emphasis of the person
and how much credence that person brings to taking a company
public.

Barrier number two, which is most likely the biggest deterrent,
is the cost. It is very common, during the IPO process, for a busi-
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ness to spend half a million dollars from the time that they are
planning—from the point that they say let’s go public until it is
wrapped up.

And that is an extreme deterrent. Not everyone can raise that
kind of capital.

Barrier number three is continuous distractions. An entre-
preneur should be doing what an entrepreneur should be doing.
That is running a business. And unfortunately, because of all the
right reasons, sticking to the strict rules of the SEC—and when I
say all the right reasons, I mean proper disclosure, public protec-
tion.

Because of those reasons, it is an emotional drain, it is an energy
drain, and it distracts an entrepreneur from running his or her
business when they are coordinating with all the other IPO team
members and when they are communicating with the SEC.

So, in summary, barrier one is assembling the IPO team. Barrier
two are the cost barriers. And barrier three, again, are the con-
tinual distractions. And I must repeat those are the areas that the
SBDCs of the world play the biggest—have the biggest benefit for
entrepreneurs.

Again, I would like to thank you for allowing me to present
today, and I look forward to being a part of the process moving for-
ward.

Thank you.

[Mr. Ellison’s statement may be found in the appendix.]

Chairman BARTLETT. Thank you very much.

Mr. Dankberg.

STATEMENT OF MARK DANKBERG, PRESIDENT AND CHIEF
EXECUTIVE OFFICER, VIASAT, INC.

Mr. DANKBERG. Good morning. Thank you very much, Mr. Chair-
man, ladies and gentlemen. And thank you very much for the op-
portunity to tell ViaSat’s story. It is really an honor for us to be
here at all.

I have submitted a written statement for the record and would
like to summarize some key points here.

We think we are a prototype of the American success story. Steve
Hart, Mark Miller and I started the company in 1986 working out
of a spare room in my house. We have grown in sales every year
and we have been profitable every year after the very first year.

ViaSat’s now headquartered in Carlsbad, California, near San
Diego, and employs about 400 people with sales over $70 million
dollars for the fiscal year that ended March 31st of this year. We
are a high tech company specializing in advanced digital commu-
nications products and systems.

Generally we compete with and work with companies like Motor-
ola. Most of our products involve satellite communications net-
works, and ViaSat serves customers around the world including the
U.S., Europe, Asia, Australia and Africa.

And we even have satellite communications equipment on Air
Force One. Most of our business is in defense, but our fastest grow-
ing segment is commercial satellite networking. We started as a
self funded start up with about $25,000 from the three of us.
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We later raised about $300,000 in venture seed funding, and
then, a few years later, got a commercial bank line of credit. We
ended up doing about a $20 million dollar public offering in Decem-
ber of ’96 and are listed on NASDAQ.

We believe the American entrepreneurial environment is the best
in the world. We think we are a good example that our system
works; that public and private resources available to entre-
preneurs, combined with hard work, dedication and at least a little
bit of luck, offers real opportunities to live the American dream,
starting a company and taking it public.

The Government Small Business Innovation Research Program,
known as SBIR, was a big enabler for growing our company to the
point it could go public. We think we have been one of the most
successful companies at converting SBIR seed R&D funds into com-
mercially viable phase three business.

We think the SBIR program is probably the single most effective
Government program for fostering both the growth of small busi-
ness and for innovation. Our first direct Government program was
actually a $50,000 SBIR phase one contract for a communications
environment simulator for the Naval Air Warfare Center at Patux-
ent River Naval Air Station in Maryland back in 1987.

That $50,000 phase one earned us an additional $500,000 phase
two contract. But since then, we have received over $40 million dol-
lars in phase three contracts from the Navy, Air Force and prime
contractors like Lockheed Martin for products we developed di-
rectly from that initial award and we still do work for the same
customers.

Plus, we estimate that the DOD saved about $40 million dollars
because of the technology that we developed under that SBIR pro-
gram. And we have been able to repeat that success in a couple
other business areas generating over $100 million in contracts with
similar savings to taxpayers.

Building on that foundation, ViaSat reached about $20 million
per year in sales and close to about $2 million in pretax profits in
our fiscal ’96, the year we went public. We had also earned a small
foothold in commercial satellite networks.

We found the process of going public to be straightforward, but
very time consuming. Probably the single biggest factors though in
dealing with that are the volatility of the stock markets and the
global high tech product markets, which greatly influenced the tim-
ing and reception for an IPO.

We found the SEC, in particular, to be positive and constructive
to work with in assembling our offering documents, with the big
issue really being to present a fair and balanced view of both the
opportunities and risks of investing in our company.

We have been public for about three years. We felt like we had
a good understanding of the changes that would be involved in
being a public company. But I would say that the reality has prob-
ably been a little “more”—with “more” of almost everything in
terms of time consuming than we anticipated.

Not that that is due to anything necessarily bad or bureaucratic.
It is just something that every company ought to be aware of.

Overall, I would say that the company and its investors have had
a positive experience. Well, the company has, and I hope our inves-
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tors have. And I believe access to the public markets is a big ad-
vantage to American entrepreneurs.

Thank you once again for providing an opportunity to tell our
story here.

[Mr. Dankberg’s statement may be found in the appendix.]

Chairman BARTLETT. Thank you very much.

Washington is full of acronyms and you all have used some acro-
nyms in your presentations. I would just like to get on the record
what some of these acronyms stand for.

IPO? Just about every one of you used IPO and I do not think
any one of you defined it for the readers. IPO is what?

Mr. WALL. Initial public offering.

Chairman BARTLETT. Okay, initial public offering. That is when
you go public, okay?

SBDC? I am really pleased that two of our witnesses referenced
the good help that the Small Business Administration had been to
them. SBDC is what?

Mr. ELLISON. Small Business Development Center.

Chairman BARTLETT. Okay, and they are located where?

Mr. ELLISON. There are a little over a thousand across the coun-
try. Most of them are parts of universities. In fact, I believe close
to 99% of them are parts of universities. The Association of Small
Business Development Centers is sponsored by the SBA, and they
are headquartered in Virginia.

Chairman BARTLETT. And their function is what?

Mr. ELLISON. The function is to assist emerging businesses with
management consulting, which means assisting with business
plans, overall operational issues, helping them grow the business,
helping them reach their milestones, as well as training.

Chairman BARTLETT. One of the resources that you have avail-
able are the SCORE people?

Mr. ELLISON. Yes, we do.

Chairman BARTLETT. And can you tell us what——

Mr. ELLISON. We are in partnership

Chairman BARTLETT. Can you tell us what SCORE stands for?

Mr. ELLISON. That is a very good question. Forgive me, I always
do not remember that acronym, but it is—I know the last two is
retired executives.

Chairman BARTLETT. Okay, it is Service Corps of Retired Execu-
tives.

Mr. ELLISON. Yes.

Chairman BARTLETT. And I am particularly fond of this part of
the Small Business Administration because I think we get the most
bang for the buck there. They do not get paid anything. We pay
their travel expenses and these are retired executives who just
have fun helping other people do what they did.

And then the last one is SBIR?

Mr. DANKBERG. SBIR is Small Business Innovation Research
Program, and that is administered by various defense or non-de-
fense research agencies and the Small Business Administration.
And it is a way to provide relatively small amounts of seed funding
for R&D to small businesses with under 500 people, and we think
it is a great program.
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Chairman BARTLETT. Well, thank you. We are very pleased with
the reception that the Small Business Administration programs
have across the country. Not all of taxpayers’ dollars are spent as
well as these dollars are spent. They plant the seed that yields big
rewards for our American economy.

Let me turn now to my colleague, Mr. Davis, for his questions
and comments.

Mr. Davis. Thank you very much, Mr. Chairman.

As a matter of fact, as I was listening to the testimony, I was

tempted to run out and give Aida Alvarez a call and say run over
here quick. I mean, there is some people saying some good things
about the Small Business Administration and so you better hurry
up.
And I also was wishing that some of the appropriators would
have been here also and some of those who have put together our
budget who think that some of the resources we have been asking
for the Small Business Administration is not quite needed.

We are afraid that we may not end up with what we need to
carry on all of these interesting and exciting programs. But that is
simply a way of saying——

Chairman BARTLETT. If the gentleman would yield for a moment.

There is a joke that always gets a laugh from an audience. The
fellah comes up and says, “I am from the Government and I am
here to help you.” You know, that does not get a laugh when they
are from the Small Business Administration because these are
Government people that are there to help and it is generally recog-
nized and I thank you all for your input.

Mr. Davis. Absolutely.

I have one question, Mr. Lane. I was trying to determine, are
there any type businesses that we are seeing making more of a
move towards going public than perhaps others are? Are there any
businesses that are prime possibilities or in better position in
terms of public perception at the moment than others perhaps to
pursue public movement?

Mr. LANE. The short answer is yes. And there are several people
at this table and you heard from some of the panelists that obvi-
ously the technology sector has been the number one. A lot of this
is really driven by what investors want.

And as you heard from my colleague on the panel here, investors
are very interested in internet companies. That is why you are see-
ing them have such an easy time. You are really seeing companies
that have a life—a corporate life of less than a year starting the
public offering process, which is unheard of.

And there is a great appetite by investors for anything with a
.com, as you have read in the paper. I think some of that enthu-
siasm is quietening a little bit, but we are seeing it in telecom. It
is very hot right now.

Biotech fluctuates. It sort of goes out for a while, comes back in.
But it is really driven by market taste more and maybe other pan-
elists would have something to say. And you will find that, for now,
if you want to put together a real estate investment trust, the mar-
ket is not as excited today, and so people are going for the tech-
nology as a result.
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But it is really driven, I think, in short by investor appetite. That
is what we are seeing at the SEC.

Mr. DAvVIS. Anyone else want to

Mr. MOE. Just to kind of elaborate or reiterate, I mean clearly
when you look at companies that have gone public over the last two
years in particular, the lion’s share have a technology orientation,
many of which are internet or .com type of names.

And, you know, there are different seasons where investors have
different appetites, but clearly the wave of technology is such that
it almost seems to be an insatiable appetite for investors to find in-
novative, growing technology companies.

Mr. WALL. And I think this is being driven by the new economy
that you talked about. It used to take years to create a product.
What we are seeing now is compounded innovation. You start a
company and it branches out into three or four new products.

Those products create companies themselves. If you look at
Microsoft, for instance, the number of companies Microsoft has
spun off in new products is tremendous. And so what you are see-
ing is the compounded innovation of ideas in the information tech-
nology area. And you are seeing them come to market much, much
earlier because they need capital to go through the various stages.

Mr. ELLISON. I would like to add a comment also. At the Whar-
ton SBDC, just our client base—the composition of it took a transi-
tion from a year ago. About a year ago, about 40% of the new cases
that came our way were internet-based. Now it is closer to 75%.

As a matter of fact, part of the Sol C. Snider Entrepreneur Re-
search Center, we host a business plan competition among students
throughout the university. And I do not remember the figures, but
there were at least 200 submittals and there were six finalists.

All six were .com companies. My prediction, which will hopefully
lend to the discussions and lend to our solutions to this, 1s that
}:‘here is going to be a backlog for the SEC because of this .com
ever.

Mr. Davis. I think all of your comments actually not only point
out what is happening then in this arena, but it further raises the
issue and the question of the digital divide and how important it
is to make sure that our educational systems contain the kind of
technology opportunities for youngsters and young people so that
they will be in a position to take advantage or to compete.

Mr. Lane, also I wanted to ask you what has been the response
to the town hall meetings that you have held?

Mr. LANE. Well, so far we have had great response. We started
out our first few getting like 75 people and such. We now—in Kan-
sas City, we had over 200. In Seattle, it was standing room only
when we went there.

And as I said, we typically have the Small Business Administra-
tion representative there, as well as the state securities commis-
sioner. And to my knowledge, it is the only place where we put to-
gether all three pieces.

Sometimes small businesses that come to these—these are really
small businesses sometimes—they are not ready to go public, but
they want to hear what they need to know, and they would rather
talk to the SBA people about their 8(a) program or, you know,
something like that.
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But they still want to hear about what they need to be thinking
about going down the road. And for a lot of people, the thing they
forget most is that the states also register. If you are a small busi-
ness and you do not list on the NASDAQ National Market System
and the New York Stock Exchange, if you do not list on one of the
national markets, you have to be reviewed in each state in which
you want to sell.

And small businesses need to be aware. That is why we make
sure to work closely with our state regulators and the SEC does
that. So I think it has been very successful because many states
also have some pro small business programs. They want to get out
there and say here is what we are doing as well to try and facili-
tate.

So, so far I have been very pleased.

Mr. DAvis. Well, you have got me thinking that I probably want
to look at putting one of those together in Chicago.

Mr. LANE. We had one in Chicago actually

Mr. DAvIS. Really?

Mr. LANE [continuing]. In ’97 I think.

Mr. Davis. Oh, okay.

Mr. LANE. I'm looking back at Richard and Barbara here who
help coordinate these programs. But Chicago is, I think, the second
one. We started in Los Angeles, then Chicago. And we have been
looking now for some of the smaller communities that never see an
SEC person.

You know, in New York we do not have a Small Business town
meeting in New York even though they have Silicon Alley that is
growing there. They see a lot of SEC people. There are conferences
and whatever.

And I am thinking places like Kansas City and, you know, Bir-
mingham or, you know, Pittsburgh, places that have a lot of com-
panies, San Diego, that do not normally get Government people all
together to talk to them and answer their questions is sort of
where we have been focusing lately.

We actually have one—we are going to do one in Anchorage be-
cause there was a great deal of interest in a Chamber of Commerce
up in Anchorage, and others have been very supportive of putting
this program together. And it looks like we are going to get a big
turn out, so that is the next program.

Mr. DAvis. I think my last question here is have any of you
heard any reservations from people who are afraid that as most
small businesses look at going public, or as we move to the point
of small businesses seeking to grow and develop, that somehow or
another that will take away the small business aura and that ev-
erything is just moving towards becoming, you know, a Microsoft
or whatever?

Mr. ELLISON. Well, I will take a swing at that one first, and this
is just my opinion. I think, based on the number of small busi-
nesses that are actually public and the number that are going pub-
%‘ic compared to those that are not, I personally have not heard a
ear.

And the rate that companies are going public is so small that I
do not see it instilling a fear. But I want to get back to your pre-
vious question about town hall meetings. There is a very important
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element with doing business in general that everyone should look
at, and that is the diversity element of doing business.

And I say that to say that the ITPO process and thinking about
IPOs can be intimidating to individuals depending on their edu-
cational level, depending on their geographic area, depending on
their cultural make up.

And as we look at ways of tweaking the process, of rolling out
more forums, more town hall meetings or whatever is appropriate,
I think that is something that should be looked at closely because
someone in Boise, Idaho—let’s just say a white male in Boise,
Idaho versus a Latino in Houston, Texas, there are various ways
that you should communicate, and those are the things that you
should look at.

Because everyone in those communities—each person in those
communities can bring something to the table and bring something
to the economy. And again, like I said, I am more than willing to
assist the subcommittee in those efforts as well.

Mr. Davis. Thank you.

Thank you very much, Mr. Chairman.

Chairman BARTLETT. Thank you very much.

Mr. Lane, you mentioned testing the waters. Did I understand
correctly that while you are doing that, you could sell up to $5,000
worth of stock?

Mr. LANE. No, you cannot. What testing the waters does is not
permit you to sell, you just inquire.

Chairman BARTLETT. If I wanted to sell, will you be interested
in buying?

Mr. LANE. That is right.

Chairman BARTLETT. Okay.

Mr. LANE. Then you have to grow quiet for a while. After you
have tested the waters and people said yes—you know, you run a
bakery or something, people come in and they say we love your
pastries. Boy, if you sold stock, count us in, you know, sort of thing
or whatever it might be.

Then you would say fine, I am going to the expense, I am going
to hire a lawyer, I am going to get my financials in order and all
this sort of thing. And there is a period of time that elapses. Then
you can file this Regulation A. It is a Form 1A that you can do in
Q&A format. It is a very easy form.

Then you can sell. Once you go through the SEC, up to five mil-
lion dollars in one year.

Chairman BARTLETT. And it is only recently that they have been
permitted to test the waters?

Mr. LANE. Yes.

Chairman BARTLETT. Well, how did they ever make a decision to
go public if they couldn’t ask somebody if I was selling stock, would
you be interested in buying it? It would seem to me that that is
a necessary step in making the decision to go public.

Mr. LANE. I think the commission recognized that, what was it,
in the early '90s—in 92 when we adopted that provision. I think
what happens is that the SEC just kind of knew that people were
talking and you tried to chill it as much as possible, but they would
actually talk about precise aspects of what the offering would be.
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The idea is because when you are regulating offers, the investors
need to know at the time I show up at your doorstep and say I
have got this great idea and I would like to know if you would be
interested in it, that you say who are you, you know, what is your
background, you know, these kinds of questions that you need to
ask.

And you need to know that before you write your check rather
than after you write your check. So that is why. And you are right,
small business people in particular were saying hey, you know, this
is coming out of some of the forums we had earlier last decade
about we would like to be able to talk to people.

We would like to be able to ask people if they would want to in-
vest. And before you would have to kind of go to an investment
banker. How they used to do it is they would go to the—if you are
a real small company, you go—maybe you would go to an SBDC.

You would go to a little regional investment bank, a regional—
you know, not Merrill Lynch right off the bat if you are a little
company, and you say here is my idea, do you think anybody would
be interested in it. And the SBDC would say yeah, this is an inter-
esting idea or that is not going anywhere.

And the same with the regional investment bankers. You would
use them as your agents to try and find out. When we allowed test-
ing the waters, you could do it direct, disintermediate. You can go
direct. And that is going to be actually even more interesting in the
age of the internet.

Mr. DANKBERG. We found we use medium size investment banks.
And one of the things that was important to us is even though the
company itself has to invest a lot of money in the IPO process, so
do the investment bankers. I mean, they also spend a lot of money
in the anticipation of the IPO.

And one of the things we rely on is the investment bankers’ opin-
ion about the viability of being able to sell stock. If the investment
bankers think there is a market for it and they are willing to risk
their money, that makes it—generally it is a good sign for the com-
pany.

Chairman BARTLETT. Thank you.

You mentioned town hall meetings. I was wondering if you ever
held those in conjunction with the representative in that district?

Mr. LANE. We have. Now, Chairman Levitt does investor town
hall meetings, too. We have investor town hall meetings and we
have small business town meetings. And the chairman has done
some of each. The investor town hall meetings oftentimes are done
with members of Congress that are invited too to just kind of hear
what investors and their districts have said. Small business—we
had one in Las Vegas that had a senator present. We usually invite
members, especially if we know there is someone that is on the
Small Business Committee or something like that that might be in-
terested. Like at Kansas City we invited Congressman Bond be-
cause he is on the Small Business Committee.

And you know, sometimes they show. A lot of times they do not.
It is really the Chamber of Commerce that tells us who is inter-
esting in the local community that is pro small business that might
like to attend.
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And so we work with the Chamber of Commerce to do that. But
we are happy to, you know, work with members of Congress. And
anybody who is interested in small business that would like to be
a part of that we reach out to.

Chairman BARTLETT. I would think members of Congress would
be very interested. Our district, for instance, we have only one com-
pany in our whole district that is not small business. So small busi-
ness is certainly the engine that drives the economy in our district.

We have been joined by Ms. Millender-McDonald, and I won-
dered if she had any observations or comments?

Ms. MILLENDER-McCDONALD. Now, Mr. Chairman, thank you so
much, and indeed I have as the ranking member of empowerment.
And certainly I agree with you. And let me first thank you and the
ranking member, Mr. Davis, for holding this hearing.

I was in the aviation subcommittee and talking about delays and
bad weather and all of that, so I had to really get my two cents
in there before coming here. So I am sorry for this delay.

But you are absolutely right, Mr. Chairman. The small busi-
nesses will be the engine that drives, especially in the 21st Cen-
tury. And we also recognize that women-owned businesses are real-
ly the largest business growth now in that whole spectrum.

But given that, a couple of weeks ago I had a hearing on going
public and we found that, in talking with those who were at this
hearing, that most of the businesses would like to go public be-
cause they want to either grow their business or want to expand
the business, but they had a difficult time with access to capital,
especially African-American businesses.

So I would like to ask each of you what are you doing to ensure,
if at all you are, that type of—those types of barriers—to eliminate
those barriers; and, if at all, the percentages of small and minority
businesses, specifically women and African-American businesses,
that you are reaching out to and helping them for that access to
capital?

Mr. LANE. Well, maybe I will start as representing the SEC. We
do have a special small business program that reaches out to all
small businesses in the sense of not only the exemptions that are
available for raising up to one million dollars.

We do not have a targeted program for—as the Small Business
Administration has for like 8(a) programs for women and minority-
owned businesses. What we do is we just help anyone who calls.
You know, we have the brochures and we go out and do our town
hall meetings around the country and not necessarily in the biggest
of cities and invite everybody and work with the Chamber of Com-
merce and people that know the areas to hope to get any kind of
small businesses that normally never get to see a Federal
Government——

Ms. MILLENDER-MCDONALD. Mr. Lane, given the fact that those
have been barriers, would there be some interest in your extending
beyond the stretch of what you are doing now to extend to those
areas that have been most, you know, impeded by the growth with
the inability to have access to capital?

Mr. LANE. Yes, absolutely. And if there was a district or some
area or some kind of program——
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Ms. MILLENDER-MCDONALD. Thirty-seventh congressional district
in California will be the first step.

Mr. LANE. Okay, just let me know and we will work with you
to—if we can get—all we ask is that we get a sufficient turn out.
You know, if we can get the

Ms. MILLENDER-MCDONALD. Oh, absolutely.

Mr. LANE. If we can get the interest, then we will come.

Ms. MILLENDER-MCDONALD. Okay, fine.

Mr. LANE. That is all we care about.

Ms. MILLENDER-MCDONALD. Very well.

Mr. Wall.

Mr. WALL. We do not have specific programs either. What we
have is criteria for listing, and that is how we judge a company
whether it can come into our market as being a public company.
Those rules obviously are filed with the SEC and approved.

But we do segment our market between national market compa-
nies and small companies, small cap market companies. And the
net tangible asset requirement for a small cap company is only four
million dollars. So we have tried to provide an opening for small
businesses to come in to Nasdaq through the public markets.

We do not distinguish, however, in terms of minority ownership.
And quite frankly, that is in the prospectuses, that is open and on
our web site so you can go in and look to see who the management
is and that information is available.

Ms. MILLENDER-MCDONALD. Sir, again, given the fact that the
majority of business growth, especially small business, is that of
women, and women tend to have the least amount of capital to try
and expand, is there a program within your four million dollar
range that you can help them in finding those connects to, you
know, help in this access to capital?

And is that something that I can interest you in?

Mr. WALL. You certainly can. At this stage, we do not have that.
And yet, maybe there is a step before the public process whereby
you could find a way to do that in the venture capital area, in the
angel capital area, in the area that we were talking about before
in terms of small business. I think that may be the first step. Be-
cause a problem that we find for new companies coming into the
market if you look at Nasdaq last year, is that we had to delist
over 10% of the companies on Nasdaq for not meeting continued re-
quirements.

Part of the reason for that is the fact that managers coming into
the marketplace do not have the experience, do not have the edu-
cation, do not have the background, and that has to start before
the TPO process. That really has to start on the educational basis,
it has to start in with the venture capitalist where you have men-
toring to those smaller companies, and in other ways of finding
capital.

Ms. MILLENDER-MCDONALD. And I certainly do agree with you on
that a lot of times this technical experience and skills that are
missing. But you know, there is a need also for some of you to help
in that area as well because, again, we are looking at the majority
of the work force in the year 2000 and beyond will be women, mi-
norities, and there has to be some kind of program that you put
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in place to help your future workers and future persons that will
be involved in what you do.

And I think it is important that we look at helping you to help
us to grow this country through its small businesses through the
technical assistance, as well as the education, and the other out-
reach programs that I am here to call upon each of you to look at
and work with me on, as I am hell bent to empower small busi-
nesses during my course as ranking member.

Mr. Moe, is it? Okay.

Mr. MOE. First of all, I am in research at Merrill Lynch. I am
not an investment banker or involved with policy. In any event, the
key responsibility that we have in research is to be looking at iden-
tifying attractive companies for our clients that will do well for
them from investing capital in those enterprises.

From that, just an observation. What matters for how well these
organizations do, going back to my original testimony, it is the
earnings growth and success of a company which leads to the per-
formance of the stock.

And so first and foremost, it is completely indifferent. It is the
success of the company which matters. An observation I would
have would be that, from a female standpoint, female CEO, female
run business, back when I started in this business, that was sort
of a noteworthy, unique situation.

Today it is so common for many of the companies that we see
that we think are extremely attractive companies. You just do not
t}f}ink twice about it, or at least we do not because we see it so
often.

So anyway, just the punch line——

Ms. MILLENDER-McDoONALD. Well, let me ask you, what is your
definition of “attractive business” or “attractive company?”

Mr. MOE. Attractive company is one that can grow their revenue
and earnings at a very high rate for a very long time, has a sus-
tainable and competitive advantage, has a claim to fame to their
business, and something that ultimately will continue to be suc-
cessful for the foreseeable future.

Ms. MILLENDER-MCDONALD. And do you see a lot of female busi-
nesses in this attractive business mode?

Mr. MOE. Yes, we have significant involvement with a number—
as I just think about it off the top of my head, a number of compa-
nies are led by female CEO executives.

Ms. MILLENDER-MCDONALD. I would like to have you do a report
back to me, if you will, on those companies that are female and mi-
norities who fit your mode of attractive businesses.

Mr. MoE. Okay.

Ms. MILLENDER-MCDONALD. Thank you.

Mr. Ellison.

Mr. ELLISON. Yes, good morning, Congresswoman McDonald.

I think that your question is a very good question. At the same
time, I think the right—first question would be what has your—
or what is your entity doing to look at itself internally in order to
roll out any successful programs.

Because before we can begin to talk about programs, before we
can begin to do town hall meetings, we have to do self examina-
tions. And in those examinations, that is where we begin to come
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up with the right solutions. Again, I think that that is a very good
question.

You were not here when I talked about the importance of rolling
out diversity as far as town hall meetings and as far as outreach.
Before I get into what we do at the Wharton SBDC, I had men-
tioned that one of our clients, Next Step Magazine, talks specifi-
cally about diversity.

In my opinion, I think that every Merrill Lynch office, every SEC
office, every NASDAQ office, every SBA office should have a copy
of this magazine. And I will leave this here for you.

Ms. MILLENDER-MCDONALD. Give them each one.

Mr. ELLISON. Okay, sure.

Ms. MILLENDER-MCDONALD. And give me one.

Mr. ELLISON. I will leave that for you.

Now, back to answering your question specifically. The Wharton
Small Business Development Center is located in west Philadel-
phia. And west Philadelphia’s population is primarily—it is about
90%, 95% African-American. Temple, which is also in Philadelphia,
is located in north Philadelphia, and the population there is—well,
that is close to almost 100% African-American.

Also there is a large Hispanic community in north Philadelphia.
Both Temple and Wharton’s SBDCs, we have outreaches specifi-
cally to those groups. There is an incubator in west Philadelphia.
It is titled “The Enterprise Center.”

It is named after the late Secretary of Commerce, Ronald H.
Brown. That was a birth of the Wharton SBDC back in 1990 and
it grows minority businesses. And in fact, it has several successes.
It is also located at the same building that the American Band-
stand Theater was back in the 1950s, and I am sure no one here
remembers that because of——

[Laughter.]

Ms. MILLENDER-MCDONALD. I take the fifth on that one.

I would be interested in that model that you have just mentioned
to try to make it a prototype or even go to the SBA to look at that,
becoming a prototype for those companies that are trying to get up
from the foot range to get to expansion and growth.

Because we do recognize that the majority of the workers that
are hired by business people are that of—are women and minority-
owned businesses. And I should say most of the minority workers
are hired by women-owned businesses and minority-owned busi-
nesses.

And so we have got to grow those because that is your—those are
the future workers of tomorrow in this country. And if you do not
grow them and if you do not have technical assistance programs,
then you are going to lose out a lot, all of you, if you do not have
that in place.

Mr. Dankberg.

Mr. ELLISON. I would like to add to your comment. Traditionally,
society and large corporations, as well as small corporations, have
ignored the various diverse markets. And not just ethnic diversity,
but also women

Ms. MILLENDER-MCDONALD. Gender, yes.

Mr. ELLISON [continuing]. That dimension. Let’s take the Afri-
can-American community. The spending power is between $400
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and $500 billion dollars. Hispanic Americans spend between $200
and $300 and close to $400 billion dollars. People with disabilities
spend over $100 million dollars.

Another community that is, you know, not part of our—not part
of your question is the gay and lesbian community, and they spend
about $600 billion dollars a year. I say that to underscore the point
that there is a business reason for corporations, small entities as
well as the SEC, to develop programs for those various groups.

Ms. MILLENDER-MCDONALD. I think it is imperative that they do
that because the future dictates that those will be the majority of
persons in this nation and globally as well.

Mr. Dankberg, is it?

Mr. DANKBERG. Dankberg, yes.

Well, we are a consumer of capital as opposed to a source of cap-
ital, so I'm going to get off a little bit easy here.

Ms. MILLENDER-MCDONALD. I looked down at your name and
saw what you represent. Yeah, that is right.

Mr. DANKBERG. But I would like to give just one perspective, just
from the point of view of someone that started with a very, very
small company, three people, and grew it up to one that became
public.

And that is when you are a public company, you have two dif-
ferent problems. They are related, but they are definitely different.
One is growing your business just from a perspective of sales and
revenue. The other one is making your stock price go up to make
it be a good investment.

And when you are a private company, it is pretty obvious how
those things are related. You negotiate with private investors. And
if your company is bigger and growing faster, it is pretty clear why
you are worth more.

As a public company, there is a lot of effort involved in commu-
nication with potential investors about why your company is worth
more even if it is growing at a high rate because public investors—
and the whole objective is to have a very liquid capital market
which lets capital flow very quickly from companies that may be
doing well to companies that might be doing better.

And so for us, being private for quite a while is kind of like being
in the minor leagues. And we got a chance to get better at the part
about growing the company and just focus on how do we make this
company work. And then, at the time we went public, we had kind
of a machine that knew how to do that.

And the entrepreneur in myself could spend a lot more time on
the fact of educating investors about—even though we had done
well in the past, why—you know, why will we do well in the future
and why we are a good investment.

And I would not minimize how much time is involved—and effort
is involved, in that. And I think that really the kinds of SBDC pro-
grams that Mr. Ellison is talking about are a really good incuba-
tion stage for any company, whether it is minority-owned, women-
owned or has all the advantages in the world just to get to develop
that type of infrastructure before going public.

That is just kind of a—you know, kind of a battle tested version
of that.
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Ms. MILLENDER-McDONALD. Well, we recognize incubation con-
cepts are really great concepts and programs and projects to help
small businesses.

Mr. Ellison, you remind me of my nephew who finished the
Wharton School of Business MBA, so we are proud to see you and
all of you here today.

Thank you, Mr. Chairman.

Mr. ELLISON. Excuse me. I would just like to add one more point
to your question. Next month, November, the dates between the
7th and the 13th, is National Diversity Week and I think it is
something that it is not too late for members of the distinguished
panel here, as well as the subcommittee, to get involved in.

Ms. MILLENDER-MCDONALD. I think that is a great idea and I
would like to have Mr. Lane, Mr. Wall, Mr. Moe and the Chairman
to talk with us about that.

Thank you so much, Mr. Chairman.

Chairman BARTLETT. Thank you very much.

I would just like to reemphasize the increasing role of women-
owned small businesses. They are growing at twice the rate of the
general business community. Women-owned small businesses have
a lower bankruptcy failure rate than male-owned small businesses.
Bankers haven’t figured that out yet because access to capital is
still a major problem for women-owned businesses.

Women-owned small businesses are better employers. And I
would expect that. Women are different than men. We are having
trouble getting the military to understand that, but women are dif-
ferent than men. And those differences, I think, make them better
employers.

And they are better corporate citizens for exactly the same rea-
sons. They are more compassionate, they are more caring, and that
makes them better employers and it makes them better corporate
citizens.

Mr. Wall has to leave us shortly and I just had one quick ques-
tion to ask him.

There are many of our companies now that—whose stocks are
growing most rapidly in value who are making no profits. At what
point does the investor—you know, this growth versus profits
thing, at some point an investor is going to have to say some time
there has to be a profit.

When does that happen? This is quite a new phenomenon, is it
not, in the marketplace that you can have a rapidly growing busi-
ness with the stocks increasing in value and you are not making
any money?

Mr. WALL. Right. Well, Chairman Bartlett, the purchasing and
demand of stocks based on future earnings is what we have been
seeing, and that is being driven by this new economy that we heard
about. And quite frankly, we build the markets. I am going to yield
to my distinguished panelist on my left here to answer that ques-
tion because this is what he does as a researcher.

Chairman BARTLETT. Okay.

Mr. Mok. Well, and what investors are paying for is the expecta-
tion of future earnings. I mean, profitless prosperity cannot go on
forever. But what investors are doing is extrapolating this growth
against a market opportunity and making interpretation analysis
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what a likely margin potential would be out into the future and
discount that back to today, and that is where the stock prices
come from.

Realistically, if you do that math, and it is always difficult to be
making analysis about futures, but typically even with the stock
prices doing what they have done without companies that are mak-
ing money today, if in fact you are right about those future num-
bers, typically it would even support higher prices.

Where that argument falls short is there are so many variables
in terms of making that future analysis that you are going to be
wrong a fair amount. And in those cases, there will be significant
corrections in the stocks in which they can afford those benefits of
being paid for futures.

Mr. WALL. And we are already seeing that in the internet indus-
try. There are many stocks that are well, well below what their
original pricing was because now it appears that those anticipated
earnings that we all paid for that stock price aren’t going to be
there. And as a result, they are coming back.

Chairman BARTLETT. So we are already seeing investors making
that choice?

Mr. WALL. That is correct.

Chairman BARTLETT. Okay.

Mr. Moe, you mentioned stock ownership in companies attracting
employees. Do you have any evidence that companies that offer
meaningful stock shares to their employees do better in the mar-
ket? I would think the employees would be better motivated if they
are part owners and that we might see these companies performing
better.

Mr. MOE. I mean, capitalism works. Point of fact, we do not have
that data. I think that would be a great study to conduct. I think
also, and this is more anecdotal, but in San Francisco where I live,
it is hard to imagine a new company that did not offer stock owner-
ship to virtually all of their employees because otherwise you would
never be able to get the best and the most talented people which
are truly the drivers of these new businesses.

Chairman BARTLETT. And keep them.

Mr. MOE. So it is all about attracting and retaining people.

Chairman BARTLETT. Mr. Ellison, you mentioned the role that
SBDC centers play in helping the business assemble the IPO team,
and you also mentioned the cost as one of the barriers. I notice that
cost runs somewhere eight, nine percent for smaller, $25 to $50
million dollar offerings.

When you look at the elements of that cost, I do not see any
meaningful way to decrease that cost. And I wonder if you have
any thoughts. And it appears to me that that is a barrier that is
just going to be there.

Mr. ELLISON. That is a very good question. In my opinion, there
is a solution to that. Part of that cost is in the corporate clean up
phase.

And what that means is most private companies just have to
admit there are certain things about how they run their operations
that is embarrassing if they are trying to go public, or it does not
really maintain high confidence among the public investor commu-
nity.
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Now what typically happens is they will work with their TPO
team that comprises the attorneys, the accountants, advisors, and
that is part of where the cost comes in.

The SBDC’s role is to prevent those companies from really get-
ting to the point or to start early so that they can start the think-
ing process of okay, let me establish my business and let me set
up my structure, let me establish my systems so that if and when
I want to go public, everything will be in place.

It is not going to eliminate it, but it can reduce it. And it also
can reduce the continual distractions.

Chairman BARTLETT. I have the Nasdaq information booklet here
and they estimate the cost of going public for a $25 million and $50
million dollar offering, and about three-fourths of all of those costs
are in underwriting discounts and commissions.

Is that soft? Can we reduce that any?

Mr. WALL. Well, actually—no, those are good numbers.

Chairman BARTLETT. Those are good numbers?

Mr. WALL. Yes, they are.

Chairman BARTLETT. That is about three-fourths of the total
cost.

Mr. WALL. That is correct. And yet there is a change. And tech-
nology is bringing that change. As we have seen a change in the
commission structure and the execution costs for regular trans-
actions being decreased, we are starting to see the same thing hap-
pen in the underwriting distribution.

There are underwritings now being distributed through the
World Wide Web where traditional cost to the underwriter has
come down almost by 50%. We suspect as this part of the market
also grows, that will come down even further.

So it will open, we hope, more opportunity for smaller businesses
to come in and participate in the IPO process.

Mr. ELLISON. I would like to add something. That half million
dollar figure excludes the commissions. Yes, commissions are ex-
pensive; but if you really look at it, it is not up front costs or up
front money that an entrepreneur has to bear in the process.

Chairman BARTLETT. So your half million dollars—as a matter of
fact, it is about $2.3 million for $25 million and about $4.1 million
total start up cost for $50 million?

Mr. ELLISON. Correct.

Chairman BARTLETT. So your half million was——

Mr. ELLisON. Half million is something that you are going to
incur if you sell one share or if you sell all your shares.

Chairman BARTLETT. Okay.

Mr. DANKBERG. Or no shares.

Mr. ELLISON. Or no shares.

Mr. LANE. And Mr. Chairman, if I could add to——

Chairman BARTLETT. Yes.

Mr. LANE. The advent of the internet has also created a real op-
portunity for what are called direct public offerings. And this is
something that small businesses are trying to do. And they try and
sell without an underwriter.

They sell their securities directly on the internet. There have
been some that have been in the newspaper. It is not a hugely
growing phenomena, but it is something that many companies are
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exploring. They have their own newsletters and such on how to do
direct public offerings.

On the one hand, it cuts costs considerably. On the other hand,
you lose the benefit of having an underwriter who can go find in-
vestors for you rather than just posting notices on the internet.
And underwriters also add to the process of doing due diligence on
a company and kicking the tires and looking under the hood.

And so there is the question of will the cost of capital really be
lower? Yes, you cut out the underwriter discount. On the other
hand, are investors as willing to invest in your company? And are
they willing to pay the same price they would have paid if you had
an underwriter?

And so that is—the story has not been written yet. We have to
watch and see how this unfolds.

Chairman BARTLETT. Thank you.

Mr. Dankberg, I think you mentioned that—if I remember the
numbers, you mentioned what your sales were and—you have a
roughly 10% profit?

Mr. DANKBERG. Roughly, right, yes.

Chairman BARTLETT. That is pretty good.

Mr. DANKBERG. We are happy with it.

Chairman BARTLETT. Your stock ought to be doing very well.
Congratulations.

Mr. DANKBERG. Thank you.

Chairman BARTLETT. Mr. Davis.

Mr. Davis. Well, the only thing I will say is that the purpose of
selling money, of course, is to make money. I mean, most people
who sell it, they sell it for the purpose of making additional money.
But it seems to me that what we are really saying is that knowl-
edge is a tremendous factor in terms of the ability for companies
to move to another level.

And that is why I really appreciate the efforts of the SEC, the
whole concept of town hall providing information, the work that the
Small Business Development Centers do. I mean all of this, I think,
really becomes very key in helping people reach the point where
they can make that critical determination.

And my last word really was is there a critical moment in the
life of a small business where one might begin to seriously look at
whether or not they ought to go public? Is there a critical time in
the position of a company when you make that determination?

Mr. MoE. Well, I will make just a comment. I mean, with the
Dow over 10,000 and significant demand imbalance for equities
and continued investor interest in IPOs and new offerings, it is
often not the case that a company go public.

Many can, however the question is, should you go public? The
issue that I think we see and I think is fundamental; being public
is a long time. You know, the IPO’s exciting but then you have to
live with the consequences of being a public company and being
able to respond accordingly.

The reality is, if a company does not have the proper manage-
ment team to be able to execute as a public company must, it does
not have the type of predictability to its business to be able to exe-
cute as a public company, it does not have its business opportunity
crystallized, it really is a mistake to go public.
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Having said that, you could see a company that has those—has
clarity and should go public, you know, that is not making money.
It is not necessarily making money, it is not necessarily the critical
determining factor. And there could be a company that is a billion
dollars in revenue that should never go public for a zillion different
reasons.

To answer your question, there is a magic moment, I think the
moment is when you are ready to perform as a public company,
and being a public company is a smart, strategic thing both to at-
tract and retain key people in your marketplace and how you con-
tinue to build your brand, etc.

Mr. WALL. It may be interesting to note that this year 20% of
the applications that we received to list on the national market sys-
tem were withdrawn or denied. And over 60% of those for small
cap were either withdrawn or denied.

I think the managers going through that process come to a real-
ization of what going public truly means and what they will need
to do to have a successful public company. Because obviously, if
they are not going to meet those expectations of me, the investor
who is giving my money, I am going to take that money back.
Sometimes that just does not happen until you go through this type
of process. I think the statistics are quite devastating when you
think of it, 60% withdrawing from the public process in small cap.

Mr. DANKBERG. I can tell you from a small businessman’s per-
spective even though going public is difficult, it is actually easier
to go public than to undo it afterwards. And so you have to keep
that in mind. I mean, and we are a company that has tripled in
three years since we have gone public, so it is not as if we regret
what we have done.

But you have to think about it carefully. And then the phrasing
of going public as being the end of the rainbow is a little bit mis-
leading. If you have a company and you want the end of the rain-
bow, you are better off selling the company.

Because going public is really the start of a road that is actually,
in a lot of ways, much more difficult than being private. And if you
look at it that way, it is a new path with a lot more opportunity,
that is the right mind set. But it is a long term commitment.

Ms. MILLENDER-MCDONALD. And I think this is why a lot of mi-
nority businesses are very reluctant to going public because of the
risk factors that you have just outlined. It is so critical to them.

Mr. DAvis. Seems to me you are saying it is kind of like getting
married.

[Laughter.]

Ms. MILLENDER-McDONALD. With that, Mr. Chairman, I guess I
will excuse myself.

[Laughter.]

I am glad he is cleaning this one up.

Mr. ELLISON. That is a good analogy.

Mr. Davis. If not, then you have got a problem.

Ms. MILLENDER-MCDONALD. Mr. Chairman, may I just make one
statement though. I would like to seriously get, if I may, to have
a hearing in my district on this very topic and would like to invite
Mr. Lane—in fact, all of those folks who are out here now.
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I think you had a great panel and they have really had very pro-
vocative information to us. And thank you again so much. I would
like to have that hearing, and I am going public with that request.

[Laughter.]

Chairman BARTLETT. Well, our district too would like to have
that hearing, so you have got two offers. And I suspect that Chi-
cago is big enough to welcome you a second time.

I want to thank my colleagues for joining us for this hearing.

And my very special thanks to the members of the panel. You
have done a great job. I believe that the small business community
will be better advised as a result of this hearing as to what their
opportunities are for going public.

Thank you all very much, and the meeting stands in adjourn-
ment.

[Whereupon, the proceedings were adjourned at 11:49 a.m.]
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Good morning. Let me call the Subcommittee to order. It is a
pleasure to welcome you to this hearing of the Subcommittee on
Government Programs and Oversight of the House Small Business
Committee. I would especially like to thank those of you that have
traveled some distance to participate in this hearing.

The purpose of the hearing is to provide information to small
businesses concerning the process of “going public” and selling
the securities of a corporation on a stock exchange. For many
small businesses, or a company that has begun as a small business,
“going public” can be the ¢nd of the rainbow - the culmination of
years of hard work and substantial monetary reward for the
owners of the business.

Few entrepreneurs going into business have not dreamed of going
public and being a company listed on a stock exchange. This
incentive may well be a major factor in the formation of business
enterprises and contribute to continued economic growth. As a
Nation of opportunity, innovation, and invention, business
formation should be encouraged.
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A number of factors need to be considered by businesses
considering whether to “go public.” It is anticipated that this
hearing will provide some of the answers to those questions. The
panel of witnesses that are invited to this hearing were carefully
selected for their recognized expertise in the process of listing and
selling securities on a public exchange.

Your testimony and the testimony of the other panel members is a
vital public service to businesses, both large and small, through
out this country. The Committee is hoping to have as broad a
distribution of the testimony, in electronic and hard-copy form, as
is possible.

Both public and private assistance is available to businesses
considering “going public” and it is hoped that the hearing will
provide a public forum for communicating those sources of
information to businesses. The Committee is always open to
suggestions of ways how to improve or expand, where needed,
federally funded information sources and assistance. The
Committee would also appreciate new legislative proposals.

The creation and expansion of small businesses are the fuel which
has generated and is sustaining our current economic growth.
America is the most prosperous nation in the world because our
stock market encourages the creation of wealth by efficiently
directing capital from individual investors to reward both the
investors as well as the entrepreneurs, inventors, and innovators
who produce and distribute new and better products and services
to meet people’s needs.

Again, welcome to our participants and guests. I look forward to
hearing your testimony on this most important subject.
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Mr. Chairman, Members of the Subcommittee:

My name is Brian Lane. I am the director of the Division of Corporation Finance of the
Securities and Exchange Commission (“SEC” or “Commission™). The Division of Corporation
Finance, through its Small Business Office, is at the forefront of the Commission’s efforts to help
small businesses raise money from the public and comply with the federal securities laws. Iam
very pleased to have the opportunity today to testify on behalf of the Commission and share
information about our efforts in this area.

L THE COMMISSION’S SMALL BUSINESS INITIATIVES

The Commission understands the importance of small business to the U.S. economy, and
is committed to addressing the special concerns of small business. Over the years, the SEC has
improved communications between the SEC and the small business community.

In its first Annual Report, in 1935, the Comumission stated that it would provide informal
guidance to the securities industry, both to foster improved compliance and to establish a spirit of
cooperation with the public." This spirit continues to play an important role in the Commission’s
programs. The SEC works in partnership with industry, self-regulatory organizations and the
public to protect investors and bolster market confidence while not burdening legitimate capital
formation. Our efforts specifically to aid small business fall into two broad categories: (1) cutting
through red tape and providing compliance assistance, and (2) reviewing existing and proposed

rules for ways to reduce burdens on small business.
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CUTTING THROUGH RED TAPE AND PROVIDING COMPLIANCE
ASSISTANCE
The SEC’s Small Business Office: The Office, which was created in 1979 and expanded
significantly in 1996, serves as a Haison between the Commission and small business. The
Office now directs the Commission’s small business rulemaking initiatives, interpretations, and
uniform review of disclosure in small business filings.
The SEC’s Annual Government-Small Business Forum: Begun in 1982, this forum is the only
annual federal government-sponsored national small business gathering that offers small
business the chance to tell federal and state government officials how the laws, rules and
regulations impact their ability to raise capital. This year’s Forum was held in Washington,
D.C. while next year’s Forum will be in Texas.
SEC Small Business Town Hall Meetings: The Commission has held 13 “town hall” meetings
with small businesses around the country since September 1996, The most recent meeting
was in Kansas City, Missouri in June of this year; the next scheduled meeting is in
Albuquerque, New Mexico on October 21. These meetings are designed to educate small
businesses about the many opportunities to raise capital. They alse help the Commission learn
more about the problems small businesses face in raising capital, and design programs that
meet small businesses’ needs while protecting investors.
Working Relationship with the U.S. Small Business Administration: The staff works closely
with the U.S. Small Business Administration and their Office of Advocacy on all aspects of

small business capital formation and other regulatory matters affecting small entities. We have
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jointly worked on the organization of our small business town halls and annual Government-
Business Forum.

* SEC Web Site (www.sec.gov): The Commission operates a web site with special pages
targeted to small businesses. These pages provide access to one of our most popular
publications entitled “Q & A -- Small Business and the SEC-- A guide to help you understand
how to raise capital and comply with-the federal securities laws,” proposed new regulations
affecting small businesses, and information about specific issues of current interest. Copies of
rules, forms and regulations relating to small businesses were recently added to our web site.

e Public Inquiries: Each major office of the Commission has staff who are available to answer
questions from the public, including small businesses, by telephone and e-mail.

These programs have been remarkably successful. When the Smali Business Regulatory
Enforcement Fairness Act (“SBREFA”)’ was passed, notably, Congress recognized the
Commission as one of several agencies which “already have established successful programs to
provide compliance assistance.™
Ol REVIEWING EXISTING AND PROPOSED RULES FOR WAYS TO REDUCE

BURDENS ON SMALL BUSINESS
e Plain English: Nothing is more frustrating than trying to comply with regulations that are

difficult to understand because they are written in jargon or legalese. The Commission has
begun efforts to issue regulations and releases in “plain English.” We also demand the same
plain English from companies raising capital in public markets. People are more likely to
invest their money in companies that clearly and simply describe what they are going to do

with it.



39

« Small Business Initiatives: Beginning in 1992, the SEC launched a major regulatory initiative
to make raising capital easier for small businesses. Rule changes arising out of this initiative
simplified the process for registering securities of small business issuers for public sale;
increased the dollar threshold for exemptions permitiing unregistered public and private sales
of securities; and simplified ongoing periodic reporting requirements of registered small
iSsuers.

In 1996 Congress enacted SBREFA, which requires agencies to publish smail business
compliance guides, to establish programs of informal guidance for small businesses, and to
establish policies or programs to reduce or waive penalties for small entities. As mentioned
above, the Commission developed compliance guides for small business such as the pamphlet -
“Q&A: Small Business & the SEC” and the staff of each of the Commission’s operational units
provide informal advice over the telephone to members of the public. The Commission has an
effective penalty-reduction éolicy for small businesses, providing them with the opportunity to
demonstrate an inability to pay a penalty. Such penalties have frequently been lowered or not
assessed in Commission proceedings based on a showing of inability to pay.

IV. FEDERAL SECURITIES LAWS REQUIREMENTS FéR “GOING PUBLIC”

“Going public” in its common meaning is the offering of equity interests in a company to
members of the public. How a company solicits interests in an opportunity of this nature can take
many different forms. Besides simply selling its securities to the public -- which is the most
commonly thought of way -- a company may, for example, decide to become a reporting company

under the federal securities laws and provide its existing shareholders with the opportunity of
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selling their shares in a public market. Regardless of the method chosen, the provisions of the
securities laws; both state and federal must be considered.

The Securities Act of 1933 (“Securities Act™) requires companies to register their
securities for sale to the public unless an exemption is available. Some securities -- such as bank
securities, and transactions -- such as intrastate ones, are exempted from registration. The
Commission has developed several exemptions designed for “small issues.™ For example, the
Commission developed Rule 504 of Regulation D, the “seed capital” rule, which provides an
exemption from Securities Act registration for limited offerings of securities of up to $1 million in
a 12-month period (as long as the issuer is not an investment company under the Investment
Company Act of 1940, a reporting company under the Exchange Act or a "blank check" issuer,
that is, a company in the business of locating an unidentified business or assets.) While either
public or private offerings are permitted under Rule 504, public offerings must be registered under
a state securities registration provision requiring delivery of a disclosure document to prospective
investors before sale,” or be made under a state law exemption that limits sales to “accredited
investors.” The company need only file a Form D - a simple notification -with the SEC.

Securities issued in a public offering under Rule 504 are freely tradable securities when held by 2
non-affiliate of the issuer.

Regulation A permits non-reporting U.S. or Canadian issuers to offer and sell to the public
up to $5 million worth of securities in a 12-month period, without registration under the
Securities Act (secondary offerings are restricted to no more than $1.5 million in the 12-month

period). "Blank check" companies, investment companies, certain oil and gas/mineral rights

issuers and disqualified persons are ineligible to use the exemption. Regulation A requires the
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company to prepare and file a disclosure document with the SEC and provide the offering circular
to prospective purchasers, The required disclosure is less burdensome than that required in a full
registration statement. For example, companies can use unaudited financial stateménts, prepared
in accordance with U.S. generally accepted accounting principles. Advantages of using
Regulation A include: avoiding strict Securities Act Section 11 lability; issuing freely tradable
securities; and avoiding periodic and annual reporting obligations under the Exchange Act,

Regulation A also permits companies to gauge investors’ interest, or "test the waters,”
before they incur the expense of preparing and distributing the required disclosure documents.
The rule also permits companies to use written solicitation materials (so-called "free-writing")
before filing the required disclosure documents, as long as they are truthful. "Testing the waters”
is prohibited after the filing of the Regulation A offering statement. No sales may be effectuated
until 20 days after the last publication of the "testing the waters" materials,

The exemptions provided by Regulations A and D provide that a company that made a
good faith attempt to comply with all of the requirements of the exemption can defeat certain
claims made by investors (but not a regulator) as long as the non~compliance item was not
intended to protect the complaining party and the violation was not material to the offering as a
whole. (Issuer eligibiiity, filing requirements and dollar limits are, however, always material )

To simplify registration of securities under the Securities Act and periodic and annual
reporting under the Exchange Act for small businesses, the Commission developed the concept of
the “small business issuer”. The small business issuer is one organized in the U.S. or Canada with
revenues of less than $25 million in its most recent fiscal year and whose outstanding publicly held

stock is worth no more than $25 million. About 3,000 public companies meet this test today.’
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The Commission’s Regulation S-B contains the core disclosure items for both Securities Act
registration and Exchange Act registration and reporting purposes by small business issuers.
Regulation S-B uses simple and non-legalistic language. In addition, small business issuers need
to file certified GAAP financial statements, for only two rather than the three years required by
larger issuers.

The Commission has significantly simplified the obligation of small business issuers to
disclose certain accounting information. For example, Regulation S-B was the first system to
provide for an automatic waiver from the audited financial statements requirements of significant
acquired businesses.” The experiment with small business issuers was so successful, the
Commission now uses these tests for all companies.

Small business issuers may also do an initial public offering in the first quarter of their
fiscal year without having to wait for the completion of the audit for the preceding year. In
addition, selected financial data and supplementary financial information disclosure required by
Regulation S-K -- the comparable regulation for larger issuers -- is not required.

Where a small business issuer has no operating revenues in each of the preceding three
fiscal years, the company need only disclose its business plan, instead of the more detailed
management's discussion and analysis.

The Commission aiso has developed special, simplified Securities Act registration forms
for small business issuers, When these companies only offer up to $10 million worth of securities
in any 12-month period, they may use Form SB-1. The form permits a company to use a

question-and-answer format or the traditional Regulation A offering circular format for required
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disclosure. Unlike Regulation A filings, however, Form SB-1 requires audited financial
statements.

Small business issuers may register an unlimited dollar amount of securities using Form
SB-2 under the Securities Act. The form may be used not only for initial public offerings but any
subsequent offering for as long as the issuer is a small business issuer. 8

Regulation S$-B also contains the disclosure items for Exchange Act Forms 10-SB, 10-
QSB and 10-KSB, which are used for registration, quarterly and annual reporting, respectively, by
small business issuers in our continuing disclosure system. These forms also contain instructions
that are designed specifically for small business issuers transitioning from non-reporting to
reporting status and offer both the question-and-answer format and the traditional disclosure
format from Regulation A. Transitioning small business issuers filing on Form 10-SB may
provide audited financial statements for just the latest fiscal year unless two years worth of
financial statements are available. A transitioning issuer would continue to satisfy its reporting
obligation with this type of information until the issuer:
® registers mbre than $10 million for sale in a single 12-month period,;
o clects to use the regular small business issuer disclosure system; or
« is no longer a small business issuer.
V. PENDING COMMISSION PROPOSALS FOR SMALL BUSINESS

The process of “going public” imposes significant restrictions on the way the company
selling its securities can communicate with those it wants to sell them to. Under the Securities
Act, the “statutory prospectus” must accompany or precede any other writing -- all such writings

must be consistent with that prospectus. Oral communications are permitted but they must be
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truthful and consistent with the prospectus. This process minimizes high pressure sales tactics
and permits investors to consider the investment using the prospectus as the basic, if not most
essential guide. The Commission has proposed to permit more freedom in communications with
investors. These proposals carefully consider investor needs and protections. Small business
issuers could enjoy significant relief from some of these communication restrictions during
registration for offerings to “qualified institutional buyers” and to existing securityholders, among
other specific offerings. °

Under proposed Rule 167, all communications made by or on behalf of any issuer that
take place during a specified period before it files a registration statement would not violate these
restrictions on communications, Generally, free communications would be allowed more than 30
days before filing a registration statement. This approach would apply to small business issuers
that file registration statements on Forms SB-1 and SB-2. Under this proposal, the issuer,
underwriter and participating dealer must take all reasonable steps within their control to prevent
further distribution or re~publication of the communication during the 30 day perjod immediately
before the registration statement is filed.

In a second proposal, companies could discuss factual business information at any time.
"Factual business communications” would include, for example, advertisement of the issuer's
products or services; factual business or financial developments with respect to the issuer; and
dividend notices. Factual business communications would not include information about the
registered offering itself or forward-looking information.

In addition to factual business information, reporting companies could continue to publish

regularly released forward-looking information. In order to come within this safe harbor, the

10
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issuer must have customarily released this type of information in its ordinary course of business
for the Iast two fiscal years (and any portion of a fiscal year) immediately before the
communication. The time, manner and form in which the information is released must be »
consistent with past practice.

In order to facilitate effective communication after a registration statement is filed,
companies would be allowed to make offers and disseminate offering information in any form,
without each communication having to be a “statutory prospectus.” This proposal would permit
issuers to prepare presentations and disclose information in a variety of formats, available to all
investors. Through these changes, we seek to have sellers augment the information available to
investors and thereby enhance investors' knowledge of the company and its securities.

Issuers are sometimes faced with difficult decisions about unregistered offerings that are
properly exempted from the registration requirements of the Securities Act. This difficulty may
affect the smallest of issuers most. We have made a number of proposals in this area.

Generally, private offerings do not need to be registered with the Commission.
Sometimes, issuers change their minds about how they want to raise capital -- publicly or
privately. Certain rules are in place, so that investors are protected and do not participate in
offerings for which they are not qualified. An unregistered private offering that occurs before or
after a registered offering may raise “integration” issues under the Securities Act. “Integration”
occurs when two or more apparently separate, exempt securities transactions are in fact one
offering that should be registered. For example, if a private offering is considered part of an
earlier or subsequent registered offering, the exemption for the private offering could be lost

because there might be no reason for the investors in the so-called private offering not to have the

11
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same protections the purchasers in the registered one got. In such a case, the issuer could be
liable to investors for the purchase price they paid.

We adopted Securities Act Rule 152, which provides a safe harbor from integration when
an issuer makes a non-public offering exempted under Securities Act Section 4(2) and then
decides to make a public offering and/or file a registration statement. Many questions have been
raised about Rule 152 over the years. Our proposal significantly revises the safe harbor to clarify
and broaden it.

Under the proposal, an issuer could under specific conditions abandon an ongoing private
offering and then file a Securities Act registration statement at any time, before it files the
registration statement. If the issuer had offered the securities in the private offering to a person
ineligible to purchase the securities, it also must wait at least 30 days from abandoning the private
offering before filing the registration statement. The proposed conditions are designed to ensure
that offerees in the private offering are treated the same as offerees and purchasers in the
registered offering.

When an issuer decides to switch from a public offering to a private one, a different
analysis and set of problems result. The filing of a registration statement for a specific securities
offering constitutes a gerieral solicitation for that offering. Thus, when an issuer wishes to
convert an offering begun as a registered public offering into a private offering, or follow it soon
after abandonment with a ﬁdvate offering, the non-public or limited offering exemptions may not
be available. Issuers currently in this situation must wait a full six months to be certain that the
public offering under the registration statement would not be integrated with the private offering.

We proposed to expand Rule 152 to shorten or eliminate that wait.

12
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Under our proposal an issuer could more easily withdraw or abandon a Securities Act
registration statement and then conduct an unregistered private offering if certain conditions are
met. Additional conditions are applied to any issuer that starts the private offering within 30 days
after the public offering is withdrawn or abandoned. In that case, the issuer and any underwriter
also must agree to accept liability for material misstatements or omissions in the offering
documents used in the private offering under the standards of Section 11 and Section 12{a)(2) of
the Securities Act.

This proposal may be particularly attractive to small business. If the issuer discovers
limited interest in its securities, it may withdraw its public offering and shortly thereafter sell
securities in a private offering to persons who were solicited in the public offering. The small
issuer will have incurred significant costs and time to prepare and file its registration statement. If
it discovers weak demand for its securities after filing the registration statement, it will be able to
switch to a private offering, sell securities to persons solicited in the public offering, and obtain

some amount of funding.
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Iv. CONCLUSION

The Commission has iong been sensitive to the needs of small business in their capital-
Taising activities. It must also protect investors. The Commission has always strived to keep the
balance set between these two, apparently competing goals. The two, in fact, complement each
other: the public is likely to invest more if they believe their interests are protected. The
Commission’s small business disclosure and exemptive system currently in place and as proposed
to be revised, strikes this balance. It has been a pleasure to take this opportunity to put it on

display.

! SEC, 1 Annual Report 9-10 (1935).

2 Pyb. L. No. 104-122, title II, 110 Stat. 857 to 874 (Mar. 29, 1996), codified at 15 U. S, C. 657, 5U.S. C.
801-808.
3 “Small Business Regulatory Enforcement Act -- Joint Managers” Statement of Legislative History and

Congressional Intent,” 142 Cong. Rec. $3234, $3243 (daily ed. Mar. 29, 1996).

A number of Commission exemptions created under this provision for small businesses are not really
suitable for “going public.” For example, under Rule 505 of Regulation D, an issuer may undertake a
limited private offering of its securities in an amount of up to $5 miltion in a 12-month peried.
Purchasers must be accredited investors and sales may be made to an unlimited number of these persons,
as well as to an additional 35 persons who do not need to be sophisticated investors. Non-accredited
investors must be provided with disclosure that is comparable to that required in a registered transaction.
Investment companies and certain disqualified persons are not allowed to use the exemption. Securities
issued in a Rule 505 transaction are “restricted” as to resale for one year. A Form D notification is
required to be filed with the Commussion. Rule 505 is a coordinated exemption with the North American
Securities Administrators Association Inc.’s Uniform Limited Offering Exemption (“ULOE”), which has
been adopted by more than 30 states.

Rule 701 permits a non-reporting company to compensate its employees and otbers with company
securities. The exemption was designed for small businesses and is particularly helpful 1o start-up
companics that are strapped for cash. Under the exemption, any qualifying company may issue up to $1
million worth of securities in a 12-month period. The rule provides formulas to determine whether a
greater amount may be issued based upon the calculation of 15% of the company’s assets or outstanding
securities. If more than $5 million worth of securities would be issued, the company must provide
disclosure to the employee-investors.

v

Form U-7 of the North American Securities Administrators Association (also referenced as ULOR or
SCOR) is designed to satisfy the public offering requirement in Rule 504.

14
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The Commission has proposed to raise the revenue ceiling to $50 million and eliminate the public float
test. Our studies indicate that 1,100 more public companies would become eligible to use the small
business disclosure system.

‘Where the acquisition(s) do not acoount for more than 20 percent of the issuer's total assets, the audited
requirement is waived. Where the acquisition(s) does not account for more than 40 percent of the issuer's
total assets, then an automatic waiver of one year's (the year preceding the latest fiscal year) worth of
audited statements is granted. These waivers are only available if these financials are not readily available
and any available unaundited are furnished.

The Commission has proposed to introduce incorporation by reference concepts into Form SB-2 for
seasoned companies. Under the proposal, after two years of filing reports the small business issuer could
refer to its Exchange Act reports for much of the information now contained in a Form SB-2 prospectus
rather than reprinting it as presently is the case.

‘We also have proposed a special small busi form for busi combination transaction, Form SB-3.
This proposal would simplify and streamline the applicable disclosure requirements.

Another proposal that would be beneficial to smail business issuers contemplating the registration of their
securities for public sale involves the ability to defer payment of the registration fee until shortly prior to
effectiveness. By this technique, some savings could be had where an offering does not go forward or the
amounts of securities offered become reduced subsequent to initial filing.

Other offerings include offerings of investment grade, non-convertible securities and market making

transactions by broker-dealers affiliated with an issuer. There would be no pre-filing communications
restrictions and free communications after filing a registration statement.
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1 am John Wall, President and Chief Operating Officer of Nasdag-Amex
International, a subsidiary of the National Association of Securities Dealers,
Incorporated. The NASD would like to thank the Committee for this opportunity
to testify on Initial Public Offerings (IPOs) in the US.

The Committee’s invitation letter requested that we discuss the benefits
associated with IPOs as well as the factors that businesses should bear in mind
when considering an IPO. I will cover the benefits -- as well as the very important
responsibilities -- involved in an IPO, but I believe that our main contribution to
your hearing today will be to focus on 1) the role that the markets play in the IPO
process and 2) what factors a company should consider when making the
important decision of choosing a stock market on which to list their newly public
company.

For those wishing a deeper discussion of the IPO process, I have included
with my testimony a copy of Nasdaq’s Going Public, which describes the IPO
process in considerable detail.

The NASD

Let me briefly outline the role of the NASD in the regulation and operation
of our securities markets. . Established under authority granted by the 1938
Maloney Act Amendments to the Securities Exchange Act of 1934, the NASD is
the largest self-regulatory organization for the securities industry in the world.
Virtually every broker-dealer in the U.S. that conducts a securities business with
the public is required by law to be a member of the NASD. The NASD’s
membership comprises 5,600 securities firms that operate in excess of 75,000
branch offices and employ more than 600,000 registered securities professionals.

The NASD is the parent company of The Nasdaq Stock Market, Inc., the
American Stock Exchange, and NASD Regulation, Inc. (NASDR). These wholly
owned subsidiaries operate under the authority of the parent, which retains overall
responsibility for ensuring that the organization’s statutory and self-regulatory
functions and obligations are fulfilled. The NASD is governed by a 33-member
Board of Governors, a majority of whom are non-securities industry affiliated.
Board members are drawn from leaders of industry, academia, and the public.
Among many other responsibilities, the Board, through a series of standing and
select committees, monitors trends in the industry and promuigates rules,
guidelines, and policies to protect investors and ensure market integrity.
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NASD Regulation

NASD Regulation is responsible for the registration, education, testing, and
examination of member firms and their employees. In addition, it oversees and
regulates our members’ market-making activities and trading practices in
securities, including those that are listed on The Nasdaq Stock Market and those
that are not listed on any exchange.

NASDR carries out its mandate from its Washington headquarters and 14
district offices located in major cities throughout the country. Through close
cooperation with federal and state authorities and other self-regulators, overlap and
duplication is minimized, freeing governmental resources to focus on other areas
of securities regulation.

NASDR has examination responsibilities for all of its 5,600 members. In
addition to special cause investigations that address customer complaints and
terminations of brokers for regulatory reasons, NASDR conducts a comprehensive
routine cycle examination program.

NASDR plays a special role in the TPO review process. While the SEC
focuses on disclosure when reviewing an issuer’s prospectus, NASDR’s Corporate
Financing Department review focuses on the fairness of underwriting
compensation, terms, and arrangements. NASDR review protects the issuing
company by monitoring the relationship between the company and the underwriter
to ensure that the amount of compensation paid to underwriters and the terms of
the proposed distribution are fair and reasonable.

The American Stock Exchange

The American Stock Exchange is the nation’s second largest floor-based
securities exchange, listing 770 companies, and is the only U.S. securities
exchange that is both a primary market for listed equity securities as well as a
market for equity options, index options, and equity derivatives. Amex has been
the primary innovator in structured derivative securities and index share securities.

The Nasdaq Stock Market

The Nasdaq Stock Market is the largest electronic, screen-based securities
market in the world; currently capable of handling trading of up to four billion
shares a day and can be scaled up, if necessary, to accommodate an eight billion
share day. Founded in 1971, Nasdaq today accounts for more than one-half of all
equity shares traded in the nation and, since January of this year, is also the largest
stock market in the world in terms of dollar value of shares traded. Average
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Nasdaq volume in 1999 is 985 million shares per day, with a peak of 1.4 billion
shares reached on April 14, 1999. It lists the securities of 5,288 domestic and
foreign companies, more than all other U.S. stock markets combined. There are
over 70 million investors in Nasdaq companies. The Nasdaq Stock Market is
made up of two distinct markets, the Nasdaq National Market and, for smaller
companies, the Nasdaq SmallCap Market.

NASD members are the Nasdaq market makers who daily risk their capital
to trade the companies’ securities and give them the liquidity that investors require
in order to buy and sell them. NASD members are also the investment bankers
who put their capital at risk to bring companies public. NASD market making
firms offer a wide range of financial services that include generating research
reports on the stocks they trade, seeking buyers and sellers through retail networks
and institutional sales representatives, and advising companies on initial and
secondary public offerings and other investment transactions.

Nasdaq IPOs

The Nasdaq Stock Market plays the dominant market role in initial public
offerings in the US, and Nasdaq companies are major creators of jobs.

A 1995 study by Cognetics of Cambridge, Massachusetts dramatically bears
out this point. It found that while Nasdaq companies comprised less than 1% of all
public and private companies in the United States over the previous four years and
had an employment base of 3 million people, they had created more than 500,000
jobs. This was more than 16% of all new US jobs created during that period. By
way of contrast, over that same time, Fortune 500 companies were losing 200,000
jobs per year. Not only were the Nasdaq companies creating jobs, but based on a
number of factors such as sales and employment growth, 51% of Nasdaq
companies were growing at a growth index rate the study described as “explosive.”
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Nasdaq IPOs have grown from start-ups to household names in only a few
years. These include MCI WorldCom, Amgen (1983), Sun Microsystems (1986),
Microsoft (1987), Dell Computer (1988), Cisco Systems (1990), and Starbucks
(1992). More recently are Yahoo (1996), Amazon.com (1997), eBay (1998),
eToys (1999}, and Red Hat {1999).

Nasdaq’s dominant role as the IPO market is borne out by the experience of
the two major stock markets in the US since 1989:

IPOs By Major Market Since 1989

4,224
—

Number of IPOs

Nasdaqg NYSE

These 4,224 Nasdaq IPOs have raised $154 billion in new capital to fuel the
growth of these newly public companies.

Nasdag IPOs finance small businesses as well as large. The fcllcwmg chart
displays the variety of size in Nasdaq IPOs since 1989.
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Nasdaq IPOs by Size Since 1989

IPO Size in Millions

The average Nasdaq [PO in 1997 had a profile that includes:

An offer price of $10.80

An offering valued at $39.1 million

7.9 market makers

Average daily share volume 0f90.2 thousand

$124.6 million in total assets

$49.5 million in total revenues

$41.2 million in total equity and

$166.4 million in market capitalization subsequent to the offering.

While much of the public thinks that the trend in the number of IPOs per year has
been only up in the last ten years, IPOs can vary significantly year to year, in
response to the market and other factors, as shown in the following chart.
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Initial Public Offerings

Number of Nasdaq Offerings

1990 1991 1992 1993 1994 1995 1996 1997 1998

90-96 Data: Securities Data Corp.
1997 Data; NASD
1998 Data: Commscan

Nasdaq issuers have become virtually synonymous with high technology, and
Nasdaq’s role in this sector is extremely strong, as shown in the following table.

Nasdaq’s Hi-Tech Market Share

TS Nasdag Mokt

Equity Market Companies  Share
Software 608 560 92.1%
Computer Manufacturers 250 211 84.4%
Communications Equipment 191 156 81.7%
Electronic Components 204 157 77.0%
Electrical Equipment 202 155 76.7%
Biotechnology 410 341 83.2%

As of 5/98
Source: The Nasdaq Stock Market and FactSet Rescarch Systems, Inc.

However, while strong versus other markets in the high technology area, Nasdaq
companies are also spread among a variety of industries, and thus can provide
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financing to companies in many sectors other than high tech, as shown in the
following chart.

1998 Nasdaq IPOs by Industry

Others Manufacturing Medical Related
Computer & 1.14% 9-14% 12%

Data Processing
28%

Computer&
Office Equipment
2.29%

Electronics
4.57%

Retail/Wholesale

Finance, Insurance 11.43%

& Real Estate i

12.57% Services Transpor.tatx(.)n &
8% Communication

10.86%

Sources: Securities Data Company
As of 6/98, Firm Commitnent Underwitings Including Spin-Offs Only, Excludes
Closed-End Funds.

Going public

When management takes a company public, it seeks benefits, but it must
also assume important new responsibilities.  Both the advantages and
disadvantages of going public stem from the company’s becoming a public
property. By sharing ownership, management increases the company’s business
opportunities, but gives up exclusive control of its future. Small businesses should
bear in mind that even though an IPO can be an important potential avenue for
growth of a company, it is not the only path, it is not always the best path, and it
certainly is one that must be approached with careful consideration.

The Benefits and Responsibilities of Going Public

The benefits to going public include expanded access to capital, increased
employee commitment, enhanced product marketing, expanded business
relationships, and easier mergers and acquisitions.

Expanded access to capital. The most important reason for an IPO is to bring
financial resources to the growing company. A successful IPO can immediately
bring considerable proceeds to a company — making the public market potentially
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the single most substantial source of corporate funding. Subsequently, public
companies can return to the market for additional capital through secondary equity
offerings. Being public, a company can consider bond or convertible bond issues.
Moreover, public companies enjoy a more favorable balance of equity to debt —
which allows greater bank financing and better terms.

Increased emplovee commitment and recruiting power. By instituting a stock
purchase plan for employees, public companies can, in effect, make employees

owners of the company where they work. Such plans elicit a stronger employee
commitment to productivity and quality, since they link the employees’ financial
future to the company’s success.

Enhanced product marketing. National newspapers and magazines are much more
likely to cover public companies than private companies and to focus on products
from a positioning and market-share perspective. Exposure to a company’s
business and products is enhanced by national radio and television programs
focusing on business and finance, daily stock market tables, required SEC filings
such as a company’s annual and quarterly reports, and securities analyst reports.

Expanded business relationships. The publicity that a public company generates
by meeting its disclosure obligations also brings it to the attention of prospective
suppliers and distributors, as well as potential partner companies for joint ventures.
Such relationships, existing or future, are strengthened by the added confidence
that comes from knowing that the company has met stringent SEC reporting
requirements and stock market financial and corporate governance listing
standards, which operate like a “Good Housekeeping Seal of Approval.”

Facilitated mergers and acquisitions. Public companies are better able to finance
cash acquisitions because they have the option of raising additional cash through a
secondary offering. Alternatively, public companies can use their own stock and
maintain a cash position.

The Responsibilities of Going Public

With these benefits, however, come important responsibilities that involve
sharing corporate control and financial gain, startup and operating costs,
maximizing shareholder value, sharing strategic information, and giving up control
over personal assets in the company.

Sharing corporate control. By selling stock to shareholders, the original owners of
a public company are relinquishing exclusive control of the company’s future.
Once public, most companies need sharcholder approval to take certain corporate
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actions, such as increasing the number of shares outstanding, creating a new class
of stock, or instituting stock-option compensation plans, employee stock purchase
plans, or mergers and acquisitions. Even in decisions where shareholder approval
is not required by law, their interests, opinions, and reactions must be taken into
account.

The company’s degree of control-—measured in terms of the number of
shares held—may be even further reduced by secondary offerings or large
shareholders who act individually or in concert to change the composition of the
board or even replace management. Moreover, an unsolicited tender offer —
meaning the offer to buy a large number of shares by an outside third party — could
wrest the company away from its original owners entirely.

Sharing financial gain. Going public greatly increases the number of company
“owners” — those entitled to share in the company’s profits. Such distributions are
inherent to public share ownership of the company. Public companies with uneven
cash flow may be pressured to make one-time or irregular dividend payments
when revenues permit, while others with established cash-flow levels might be
expected to institute regular periodic dividend payments. For certain growth
companies, on the other hand, stock price appreciation may be the mechanism for
rewarding shareholders.

Start-up and ongoing costs. The initial and continuous costs involved in going
public can be very high. In the beginning, substantial fees are required for various
functions of the public offering, such as underwriting discounts and commissions,
as well as costs for accountants and attorneys. There are also filing, registration,
and transfer agent fees involved. The NASD estimates that going public with a
$25 million offering will incur costs of $2.4 million; a $50 million public offering
would incur costs of about $4.1 million.

Managing to maximize shareholder value. Because corporate control of a public
company ultimately rests with the shareholders themselves, the objectives of any

strategic decision must include enhancing shareholder value. Stock price will
become a factor in management’s deliberations. Since shareholder value is often
measured in terms of the share price-to-earnings multiple, actions such as stock
buy-backs may be adopted specifically to increase that ratio. Other actions, such
as stock splits, may be instituted to respond to the preferences of the shareholder
base.

Sharing strategic information. Public companies are required by law to disclose
information — both to shareholders and financial regulators. Prompt, clear

10
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disclosures help to build shareholder loyalty and the good will of the public by
keeping these parties informed of the company’s activities.

Relinquishing control over personal assets invested in the company. While stock
in a public company may be more liquid than stock in a private company, control

over liquidating that asset is limited. Corporate officers may not trade shares
purchased in the secondary market in response to nonpublic material information.
In addition, there are periods specified by law when shares may not be traded (i.e.,
at the time of earnings announcements) and periods when shares purchased in the
public market may not be resold. The sale stock issued when the company was
private is also restricted.

Venture Capital

It is important for small businesses to know that there are a variety of other
means to obtain financing for small businesses that do not immediately involve
going public. In addition to bank financing, venture capital is an important source
of equity for start-up companies. Venture capital is money provided by
professionals who invest alongside management in young, rapidly growing
companies that have the potential to develop into significant economic
contributors. Examples of companies that received venture capital early in their
development include Digital Equipment Corporation, Apple, Federal Express,
Compaq, Sun Microsystems, Intel, Microsoft and Genentech.

Venture capitalists generally finance new and rapidly growing companies —
usually in high technology — by purchasing equity securities in them. They assist
the companies in the development of new products or services and actively
participate in their management.

Venture capital firms are pools of capital, typically organized as a limited
partnership, that invest in companies likely to provide a high rate of return within
five to seven years. The venture capitalist may look at several hundred investment
opportunities before investing in a few companies with favorable investment
opportunities.

In the last few years, individuals have been a growing part of the early stage
start-up venture life cycle. These "angel investors" will mentor a company and
provide needed capital and expertise to help develop companies.

Another recent trend is corporate venturing or "direct investing”" in
portfolio companies by subsidiaries of non-financial corporations.  These
investment vehicles seek investment opportunities that fit with the parent

11
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company’s strategic technology or that provide synergy or cost savings. Large
corporations have recognized that strategic venture financing is a way to exploit
new technology while limiting their downside risk.

The venture firm aims to exit the investment in the portfolio company three
to five years after the initial investment. Although mergers and acquisitions are
the most common form of exit, the initial public offering is the most visible type of
exit for a venture investment. Moreover, the option of taking a company public —
whether it is exercised or not — is critical to assure the full valuation of the
company at exit. At public offering, the venture firm relinquishes its management
role in the company. It is considered an insider and will receive stock in the
company, but the firm is restricted in how that stock can be sold or liquidated for
several years.

Over the last twenty-five years, almost 3,000 companies financed by
venture funds have gone public. In the year ended June 30, 1999 venture backed
IPOs raised $8.5 billion. Virtually all of venture financed companies that have
gone public do so on the Nasdaq Stock Market. According to Venture One, 98%
of venture backed deals that went public in the first six months of 1999 went onto
the Nasdaq Stock Market. Venture backed companies in the Nasdaq 100
Composite include Apple, Amazon.com, Autodesk, Biogen, Cisco Systems, eBay,
Genentech, Immunex, Intel, Intuit, Lycos, MCI WorldCom, Microsoft, Nextel,
Paychex, PeopleSoft, Qualcomm, Staples, Starbucks, Sun Microsystems, and
Yahoo, among others. Venture capitalists view Nasdaq as a critical part of their
strategy that allows them to liquidate their holdings and reemploy their capital to
new startups.

Stock Market Role in Going Public

Small businesses need to bear in mind the role that a meirket plays in an IPO
and their main goal of access to capital. The stock market should assist the issuer
toward that goal by:

Maintaining a liquid market for the resulting stock,

Providing investors with fast execution of trades at a low cost,
Assuring investor confidence through strict regulation, and
Helping to create demand for the company’s stock.

Not all stock markets are the same, nor is one stock market appropriate for
all types of companies. Markets vary by listing requirements (to begin trading)
and maintenance standards (to continue trading), as well as by their rules and

12
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regulations governing trading, reporting, and settlement. Stock markets also vary
according to market structure and trading mechanisms. The choice of market for a
company going public in the U.S. is a strategic financial decision equally as
important as selecting the right investment banker, law firm, or accounting firm.

There is, however, no consensus on selecting the right fit when choosing a
marketplace. Factors for consideration include industry analysis, earnings and
revenue growth rates, spread, liquidity, trading volume, public float or other issues
as the company defines them.

Listing on the Nasdaq Stock Market

Since its debut as the world’s first electronic stock market in 1971, the
Nasdaq Stock Market has used technology to bring millions of investors together
with the world’s leading companies. By providing an efficient environment for
raising capital, Nasdaq has helped thousands of companies achieve growth and
successfully make the leap into public ownership.

The Nasdaq Stock Market consists of two distinct, separate markets, which
serve both large and small businesses. The Nasdaq National Market includes some
the largest, best known companies in the world, such as Microsoft, Intel, Apple
Computer, Cisco Systems, Oracle, Amgen and MCI WorldCom. National Market
companies must meet stringent financial and corporate governance standards to be
listed and to maintain their listing. The Nasdaq SmallCap Market is the smaller
tier of the Nasdaq Stock Market and utilizes financial standards for listing that are
not as stringent as for the National Market. The corporate governance standards,
however, are the same. As SmallCap companies grow, they often move up to the
National Market. The listing standards for both markets are contained in the
publication Going Public that was provided with my testimony.

These strict entry and maintenance standards for public companies
distinguish a company as a quality investment, ensure that the companies that list
are worthy of investor trust, and that those investors are treated fairly by the
companies’ management. Small businesses need to be aware that because of the
rigor of these standards, many of the companies that apply for Nasdaq listing will
not be listed.

Nasdaq is regulated by employing the industry’s most sophisticated
surveillance systems and regulatory specialists to protect investors and provide a
fair and competitive trading environment.

On Nasdaq, trading is conducted through a computer and
telecommunications network, accessible from desktop computer terminals

13
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worldwide. This market structure is now the most common throughout the world.
Without size limitations or geographical boundaries, or a central trading floor,
Nasdaq’s market structure allows an unlimited number of market participants to
trade in a company’s stock. Together, these participants help ensure transparency
and liquidity while maintaining a fair and orderly market. Nasdaq market
participants include both Market Makers and Electronic Communication Networks
(ECNs), and soon the OptiMark system.

Market Makers. Unlike an exchange, which uses a single specialist to make a
market in a stock, Nasdaq utilizes multiple market makers. These market makers
are independent dealers who openly compete with each other for investors’ orders
in each Nasdag-listed stock, using their own capital to buy and sell Nasdaq
securities. Each market maker has equal access to Nasdaq’s trading system, which
broadcasts their quotations simultaneously to all market participants. The result of
their combined competitive position and capital helps to provide immediate and
continuous trading and maintain an orderly market.

Market makers provide liquidity and create order flow by committing
capital and maintaining inventories, affirmatively seeking the other side of a trade,
and maintaining two sides of the market, continuously buying and selling.

In addition to committing capital, many of Nasdaq’s market-making firms
offer a full range of financial and investment services. These services include
generating research reports on the stocks they trade, seeking buyers and sellers
through retail networks and institutional sales representatives, and advising
companies on initial and secondary public offerings and other investment
transactions. Currently, more than 500 dealers from some of the world’s largest
securities firms as well as from regional, local, and boutique/specialty firms are
registered market makers for Nasdag-listed stocks.

Electronic Communications Networks (ECNs). ECNs, trading systems that bring

in additional customer orders, are also participants in Nasdaq. To trade on Nasdaq,
these private trading systems must be certified with the SEC and registered with
Nasdaq and NASDR. As Nasdaq market participants, ECNs display either one-
sided or two-sided quotes, which reflect actual orders, and provide institutions and
market makers with an anonymous way to enter orders for stock into the
marketplace. ECNs foster competition among market makers and further enhance
the market’s liquidity.

OptiMark. The OptiMark Trading System was recently approved by the SEC as
an integrated facility of The Nasdaq Stock Market trading network. This advanced

14
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electronic trading system offers traders and investors a “third dimension” to their
trading criteria. With OptiMark, investors can indicate their interest in trading
across a range of price and size parameters based on their trading strategies. As
frequently as every five minutes the OptiMark system matches large orders
anonymously — a feature especially beneficial to institutional investors looking to
trade large orders with reduced market exposure.

Conclusion

In conclusion, we thank the Small Business Committee for this opportunity
to relay to small businesses the importance of market choice in going public and
what factors they should consider in that choice. We also invite those small
businesses seeking their [PO dream to join the more than 80% of all IPOs in the
US to come to the Nasdaq Stock Market when they are ready to make that dream a
reality.

15
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Nasdaq Quantitative Listing Requirements

Nasdaq National Market Listing Requirements

Requirements Initial Initial Initiat Continued Continued
Listing 1 Listing 2 Listing 3 Listing 1 Listing 2

Net Tangible Assets' $6 million $18 millicn N/A $4 miflion N/A

Market N/A N/A $75 million N/A $50 million

Capitalization? ar or

Total Assets $75 miflion $50 million
and and

Total Revenue $75 million $50 million

Pretax income $1 million N/A N/A N/A N/A

(in latest fiscal year or
2 of last 3 fiscal years)

Public Float (shares)* 1.1 million 1.1 million 1.1 million 750,000 1.1 million
Operating Histary N/A 2 years N/A N/A N/A
Market Valug $8 miltion $18 million $20 million $5 mitlion $15 million
of Public Float

Minimum Bid Price $5 $5 35 $1 $5
Sharenoiders® 400 400 400 400 400
(round lot hoiders)

Market Makers 3 3 4 2 4
Corporate Governance Yes Yes Yes Yes Yes

' Net tangible assets means total assets (excluding goodwill} minus total liabilities.

2 Far initial listing 3 or continued fisting under option 2, a company must satisfy one of the following to be in ig the market ization requirement or
the total assets and the total revenue requirement.

* Public float is defined as shares that are not held directly or indirectly by any officer or director of the issuer or by any other person who is the beneficial owner
of mare than 10 percent of the total shares outstanding.

* Round lot holders are considered hoiders of 100 shares or more.

The Nasdaq SmallCap Market Listing Requirements

Requirements Initial Listing Continued Listing
Net Tangible Assets' $4 million $2 million
or or
Market Capitalization $50 million $35 million
or or -
Net Income (in latest fiscal year or 2 of last 3 fiscal years) $750,000 $500,000
Public Float (shares)? 1 million 500,000
Market Value of Public Float $5 million $1 million
Minimum Bid Price $4 $1
Market Makers 3 2
Shareholders (round lot holders)® 300 300
Operating History* 1 year
or
Market Capitalization $50 million N/A
Corporate Governance Yes Yes

* For initial or continued listing, a company must satisfy ane of the following to be in compiiance: the net tangible assets requirement (net tangible assets means
total assets, excluding goodwill, minus total iabilities), the market capitalization requirement, o the net income requirement.

2 Public float is defined as shares that are not held directly or indirectly by any officer or director of the issuer or by any other person who is the beneficial owner
of more than 10 percent of the total shares outstanding.

2 Round lot holders are considered hoiders of 100 shares or more.
* If operating history is less than 1 year, initial listing recuires market capitalization of at least $50 million.
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Going Public

The Nasdaq Stock Market
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Preface

Takiﬁg your company public through an initial public
offering (IPO} is a major undertaking for any entrepreneur.
The event is at once a source of pride, an opportunity for
business growth, and a serious legal responsibility. You
are wise to consult many different professionals for
authoritative counsel, These advisers are usually mem-
bers of the investment banking, legal, and accounting
professions—as they should be. Going Public suppie-
ments their valuable perspectives with that of a stock
market and securities industry self-reguiatory organiza-
tion. The Nasdaq Stock Market™ hopes that you find this

publication helpful and wishes you great success.
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When you take your company
public, you gain certain benefits
by assuming additional responsi-
bilities. Both the acvantages and
disadvantages resuft from ifie
fact that your company will
become a public property. By
sharing ownership, you spread
the company’s reputation and

increase its business opportuni-
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Benefits

Expands access to capital. The public market is
potentially the most substantial source of corporate
funding. An initial public offering (IPO} can immediately
bring considerable proceeds to a company.
Subsequently, the public company can return to the
market for additional capital through secondary equity
offerings. The public company is also in a position to
consider bond or convertible bond issues. Finally, a
more favorable balance of equity to debt should allow
greater bank financing and better terms.

Increases employee commitment and recruiting
power. A public company can institute a stock pur-
chase plan for employees, which, In effect, makes
employees owners of the company where they work. It
also may offer them an attractive investment on favor-
able terms. Such plans tend to slicit a stronger
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employee commitment to productivity and guality, since they link employees’ financial future to the
company’s success. At the same time, these plans express the company’s good will through its offer
to share ownership. Similarly, stock-option bonus arrangements are attractive compensation to
financially savvy executives that [ink a portion of their compensation to the company’s future; in
essence, to their own managerial performance. Moreover, such plans tend to put a company’s stock in
predominantly friendly hands and sometimes can, should an undesirable takeover threat arise, be
developed intc a defense strategy.

Complements product marketing. Most companies’ customers are, at the same time, investors
themselves, exposed to the standard information flow of a public company. Articles about the com-
pany in local and regional newspapers and magazines—resulting from the company’s news releases,
media relations initiatives, and business journalist inquiries — will inevitably report on the company’s
products and services. National newspapers and magazines are much more likely to cover public
companies than private companies and focus on products from a positioning and market-share per-
spective. Local radio and television business progrars may contribute to this exposure. Even the
daily stock market tables contribute to public awareness of the company. Likewise, the company’s
annual report, quarterly reports, and corporate identity brochuras publicize the company’s products
as they define the company, outline strategy, and report on perfermance. Securities analyst reports
serve the same function, but from an objective, analytical point of view. Such pubilicity can be an
effective, if indirect, reinforcemant of the company’s advertising and product-promotion initiatives.

Expands business relationships. The publicity that a public company generates by meeting its dis-
closure obligations can also bring it to the attention of prospective suppliers and distributors as well
as potential partner companies for joint ventures, and sometimes the research laboratory or inventor
with a marketable idea. Such relationships, existing or future, are strengthened by the added confi-
dence that comes from knowing that the company has met stringent Securities and Exchange
Commission (SEC) reporting requirements and stock markst financial and corporate governance list-
ing standards. The assurance that a company’s financial condition is subject to continuing scrutiny
by the market may even affect various business negotiations favorably.

Facilitates mergers and acquisitions activity. A public company is better able to finance cash
acquisitions because it has the option of raising additional cash through an offering. Alternatively, a
public company can use its own stock and maintain its cash position. For acquisitions financed by
an exchange of stock, a public company can offer a valuation determined by the market, avoiding
the complications of calculating the value of a private company. Finally, in a merger, a public
company offers the certainty of public disclosure and broad-based shareholder scrutiny when con-
sidering financial condition and operations.

Provides flexibility in personal financial planning. Shares of a public company are much more
liquid than those of a private enterprise and can aid in personal financial management, including
portfolio diversification and asset allocation, as well as the eventual disposition of an estate. Given
their public market valuation, calculating the proceeds from the sale of public shares can be done
with some certainty. Moreover, the ability to time their conversion to cash, while observing insider
selling restrictions and market trends, is greatly increased.
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Responsibilities

Sharing corporate control. While the owner of a private company with venture capital financing is
never entirely free to make strategic decisions unilaterally, owners of a public company share even
more of the decision making. Stock markets require independent members of a public company’s
board of directors to provide an objective review of management’s policies. Public companies may
need sharehclder approval to take certain corporate actions, including increasing the number of
shares outstanding, creating a new class of stock, stock-option compensation plans, employee
stock purchase plans, and mergers and acquisitions. Even in decisions where sharsholder approval
is not required by law, their interests, opinions, and reactions must be taken into account. Of course,
your goal and theirs will largely be the same—enhancing corporate profitability —though you may
Inevitably disagree on the policies and methods to use and the timetable to follow. Also, your degree
of control—measured in terms of the number of shares that you hold—may be reduced by sec-
ondary offerings or large shareholders acting individually or in concert to change the composition of
the board or even replace management. Depending upon the economic environment and company
performance, an unsolicited tender offer could wrest the company away from you entirely.

Sharing financial gain. When considering an initial public offering, owners of private companies
should be aware that going public greatly increases the number of company “owners” — those enti-
tled to share in the company’s profits. Such distributions are inherent to public share ownership of
the company. Public companies with uneven cash flow may be pressured to make one-time or irrag-
ular dividend payments when revenues permit, while others with established cash-flow levels may
be expected to institute regular periodic dividend payments. For certain growth companies, on the
other hand, stock price appreciation may be the mechanism for rewarding sharsholders. Because it
can drive up stock prices, a strong company performance offers investors a chance to share finan-
cial gain, allowing them to sell shares for a profit in the market.

Managing for shareholder value. Senior management of a public company and its board of direc-
tors are ultimately accountable to the shareholders and, therefore, must diligently perform their fidu-
ciary responsibilities. Furthermore, because corparate control of a public company ultimately rests
with the shareholders themselves, the objectives of any straiegic decision must include enhancing
shareholder value. Stock price itself will become a factor in management’s deliberations. Since
shareholder value is often measured in terms of the share price-to~-earnings multiple, certain actions,
such as stock buy backs, may even be adopted specifically to increase that ratio. Other actions
such as stock splits, will be instituted simply to respond to the preferences of a large portion of the
shareholder base. All of these measures, as well as strategic decisions directly affecting operations,
need to be communicated to the market within the context of an ongoing investor relations (IR) pro-
gram. Such a program positions the company with its shareholders and alerts them to the full value
of their ownership position —value that they might not otherwise perceive.
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Sharing strategic information. Periodic financial reporting, required by law, is an added business
expense for a public company. This financial information and the required disclosure of maierial
developments to sharsholders may at times result in sharing what you, as the owner of a private
company, would have previously considered confidential, proprietary strategic information. On the
other hand, there is a wealth of competitive information on operations that is not required to be dis-
closed. While companies must tell more than they may have thought advisable before going public,
ultimately, their competitive outlook should not be adversely affected by these disclosures. Prompt,
clear disclosures will, in fact, help to build shareholder loyalty and the good will of the general public.

Start-up and ongoeing costs. The initial and continuous costs involved in going public can be very
high. In the beginning, substantial fees are required for various functions of the going public venture,
such as underwriting discounts and commissions, as well as costs for accountants and attorneys.
There are also filing, registration, and transfer agent fees involved. After your company goes public,
you must consider the ongoing expenses of producing information for shareholders and regulatory
entities, as well as continuing fees to lawyers and accountants as your company grows. Sample
costs of going public are provided in the table below.

The following table provides examples of the costs asscciated with a $25 million and $50 million
dollar offering. These figures are to serve as estimates so a company can plan accordingly.

Estimated Cost of Going Public

Offering Value: $25 million $50 million

Total Shares Outstanding: 5,880,000 shares 5,880,000 shares

Item Estimated Fee Estimated Fee

Underwriting Discounts & Commissicns $1,750,000" $3,500,000"

tem 13 from Registration Statement

SEC Fees 9,914 19,828°

NASD Fees 3,3756° 8,250°

Printing and Engraving 100,000" 100,000

Accounting Fees & Expenses 160,000 160,000

Legal Fees & Expenses 200,000 200,000

Blue-Sky Fees 15,000 15,000

Miscellanecus 34,200 34,200'

Nasdagq Listing Fees 63,725° 63,725¢

Transfer Agent & Registrar Fees 5,000 5,000

Total $2,341,214 $4,104,003

1 Mean vahee; issuers should be awars that all aspects of the relationship, 4 Inciudes a $5,000 one-time comppany initial fee and 4 fee based on 5,680,000
including underwiiting, can be negotiated. total shares outstanding, Appendix A dstails the fee schedule by which Nasdag

21428 of 1 percent of the offsting value, inclusive of over-aliotment shares. will calculate a company’s entry fee.

33500 + 01 persent of the offering valus, inclusive of over-allatment shares, not
to exoeed 530,500
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Relinquishing control over personal assets invested in the company. Although your investment
in a public company will be more liquid than if the company were still private, your control over liqui-
dating that asset will nevertheless be limited. You may not trade shares purchased in the secondary
market in response to nonpublic material information. In addition, there are periods specified by law
when shares may not be traded at the time of earnings announcements, and periods when shares
purchased in the public market may not be rescld. Moreover, you must be careful to avoid even the
appearance of trading on nonpubiic material information, because such activity by insiders is used
to support fraud claims in securities class-action lawsuits. Also, selling by high-ranking insiders can
adversely affect market confidence in your company while buying sends a positive signal. Both
should be coordinated with the flow of company events and an ongoing investor relations strategy.
Establishing trading windows for corporate officers and monitoring such trading can help to ensure
compliance and reinforce strategic goals, giving peace of mind even in the face of less freedom.
Finally, stock issued when the company was private is still “restricted” under SEC Rule 144 even
after the IPO. Such privately placed stock (and any other stock acquired by corporate officers in the
public market} is subject to the Rule's sale restrictions unless it is included in a subsequent public

offering.
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Chapter

Your company may already have
one or more of the appropriate
members of the underwriting
team—investment bank, law
firm, accounting firm—serving
you on a regular basis. More
likely, however, you will need
efther to review your existing
relationships or establish new
ones that will serve you well
throughout the IPO process.
Because you will probably
continue your relationships

with these professionals for
some time after the underwriting,
personal rapport will, of course,
be important. With your team,
you should feel comfortable

confiding sensitive information,

NASDAQ
ONLINE™

[ Contact
Nasdag

T

Summary

Ratios (Last Fiscal Year)
Price/Earnings
Price/Baok
Price/Sales
Price/Cash Flow
Return on Equity

The company role. Before selecting the team o take

secure that appropriate
discretion will be observed, and

confident in the honesty and

a company public, top company executives must be
ready to take on the responsibility and time involved in
going public, and more importantly being public. The

company’s CEO and other close advisers will need to

accuracy of all advice.

play a key role in the formation of the team, and will

have to make complex decisions throughout the
process of going public based on a review of informa-
tion generated by the team.
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The company’s exacutives also must have a business plan prepared well in advance of making the
decision to go public. The business plan should outline the company’s strengths and weaknesses. It
will also serve to “sell” the company to various entities by demonstrating the viability of the
company and its plans to go public.

Act like a public company. In anticipation of going public, it is imperative to begin to think and act
like a public company—develop a publicly held attitude and mindset—as soon as possible. This
includes addressing housekeeping issues such as cleaning up financials, establishing or reviewing
internal controls, and reviewing company bylaws and stock option p[éns.

Prior to going public, a company should consider establishing and reviewing policies for corporate
communications, developing investor and public relations programs, and setting aside resources to
communicate with new constituents. It is necessary to develop standards for timely annual and
quarterly filings wit